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Tax Chips 


These conclusions are based upon court decisions, and rulings, 
the citation of which is given. They are designed as a reminder— 
full facts in each case cannot be given for lack of space. 


We have written the Collector of Internal Revenue of our 
district asking for an extension of time to file our income and 
excess profits tax return; but did not file a tentative return 
on March 15th. Was this necessary? 

Yes. The Bureau issued instructions to collectors author- 
izing the granting of extensions up to 60 days but predicated 
upon the filing of a tentative return by the taxpayer on or 
before March 15th. The tentative return should show an esti- 
mate of the tax and be accompanied by a payment of at least 


one quarter of such amount. Bureau Letter. 


* * * 





We have certain insurance premiums which are deductible 
as a business expense. May we pay the premium for several 
years in advance and deduct all premiums paid at one time? 


No. Only the premium allocable to one year’s insurance is 
deductible in any one year regardless of the method of report- 
ing income. G. C. M. 20307. 


* 


K x 


Our company would like to make payments to the depend- 
ents of former employees who are in the armed forces of the 
United States. May such payments be deducted on our own 
income tax return? 


Yes. Also such amounts should be reported on form 1099 
as they will constitute income constructively received by the 
former employees. I. T. 3602. 






X* * * 
We plan to transfer to our employees stock of our parent 
company as a bonus and reward for services rendered. May 


we deduct the market value of these shares as a business 
expense? 


Yes. This bonus constitutes additional compensation, though 


paid in stock. Deduct market value at time of delivery. 43-1 


ustc J 9334. 
* * ** 

We have a case before the Tax Court of the United States 
and want to raise a new issue in the brief. Do the court’s rules 
of procedure permit this? 

No. See Rule 35. The issues must be clearly framed in 
the pleadings that both parties may have notice and an oppor- 
tunity to produce their evidence. T. C—CCH Dec. 13,023(M). 


(Continued on page 226) 
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and standards by which a 90% excess profits 

tax is imposed generally on all corporations 
in this country, there are certain to be instances call- 
ing for special relief if some companies are to survive. 
There is the machine tool company that is making big 
money now but had been operating in the red since 
1929, and if it loses its peak profits now, the company 
will never survive the next lean period. There are the 
companies limited by their average earnings for 1936 
through 1939, whose profits for those years are not a 
fair gauge of normal profits because of a strike, a fire 
or a flood, or because the company was just getting 
started during that period. Then there are the com- 
panies that were not in existence prior to 1940, so that 
they have no average earnings at all to offset against 
the excess profits tax. 

These are just a few of the problems that confronted 
the staff of economists and lawyers given the assign- 
ment of drafting provisions which would give relief 
from a 90% excess profits tax in needy cases, without 
at the same time letting down the gates for those 
companies that should be paying. The end result of 
the labors of this staff is a rather remarkable set of 
relief provisions made retroactive for the purpose of 


computing all past, as well as future, excess profits 
taxes. 


H OWEVER wise and fair may be the measures 














These provisions were drawn primarily by economists 
and relate to specific business problems, so they can 
probably be better understood by business men than 
by lawyers. But to get a true picture of the function 
of these relief provisions, let us first take a bird’s-eye 
view of the method provided in the new Revenue Act 
for computing excess profits before these new relief 
Provisions come into play. 

Under the new Act the income of a corporation is 
divided into two classifications, normal income and 
excess profits income. The normal income is that por- 
tion of the net income for the year which is equal to a 
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certain return on invested capital, varying according 
to the total amount invested, or 95% of the average 
earnings! of the company for the four-year period 
1936 through 1939. The corporation has the right to 
elect which of these bases it will use as representing 
its ordinary income, and then all of the income of the 
corporation over and above that amount is regarded 
as excess profits income. For example, a corporation 
with a net income of $500,000 for 1942, and with 
$100,000 as 95% of its average income for the base 
period would pay the ordinary corporate tax of 40% 
on $100,000, and would pay the excess profits tax of 
90% on the remaining $400,000. 

There are some types of income that Congress has 
declared should not be treated as excess profits income 
even though the corporation does have earnings over 
and above its “normal income.” So that if there is 
included in the income of a corporation any income of 
that type, such as the amount recovered on a debt pre- 
viously charged off, that income could be shifted over 
and taxed as ordinary income instead of as excess 
profits.2, Thus if our corporation had collected $10,000 
on a debt that had been charged off back in 1939, that 
$10,000 would be treated as ordinary income of the 
corporation in addition to the credit for its average 
earnings, and $110,000 of the $500,000 would then be 
taxed as ordinary income, and the remaining $390,000 
would be taxed as excess profits. 

Then there is income which might have been received 
in 1942, but which was really attributable to some 





1In computing average income, a corporation may bring its lowest 
year up to 75% of the average for the other three years, according 
to an amendment to Section 713 of the Internal Revenue Code, con- 
tained in the 1942 Act. 
2 Section 711 of the Internal Revenue Code provides for deduction 
from excess profits of the following types of income: 
Capital gains. 
Gains realized from retiring bonds at less than par. 
Refund of AAA taxes. 
Recovery of bad debts. 
Dividends of domestic corporations. 
Income from ‘‘excess’’ output of mines, and bonus payments from 
an agency of the United States for stepped-up production of 
mineral products. : 
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This is a timely article, authoritatively prepared and com- 

plementary to the February article prepared by Mr. Simons 

and Mr. Seghers, entitled “Relief from Excess Profits Tax 
Burdens with Special Reference to Section 722.” 





other year. For example, our corporation may have 
collected a judgment for $40,000 for patent infringe- 
ment on a suit filed back in 1939, and the damages 
collected may have related to prior years. It would 
hardly be fair to regard that as excess profits income 
for 1942, and Congress has provided that income of 
that type may be excluded from excess profits, and 
that in lieu of the excess profits tax there shall be paid 
an amount equal to the amount which would have 
been paid had such income been included in the income 
of the corporation in those prior years to which the 
income is attributed.* Thus in our case, the excess 
profits income would be reduced from $390,000 to 
$340,000, and in lieu of the 90% tax on that $40,000, the 
corporation would pay a tax, in addition to the normal 
tax, equal to the amount it would have paid had the 
$40,000 been included in its 1939 income. 

It could hardly be expected that the above simple 
adjustments would solve all cases of inequality and 
would permit the levy of a 90% excess profits tax in a 
fair manner on each of the 500,000 corporations in this 
country. And since the top rate of 90% is not depend- 
ent upon the amount of income earned, but its levy is 
dependent upon the classification of that income, it 
might well result that a corporation would end by 
paying a far heavier tax than its competitor would pay 
on the same amount of income, and the discrepancy 
might be so great as to permanently injure the unfor- 
tunate one. 

The idea that competitors should pay the same rate 
of tax was the central theme of the relief provisions 
under the excess profits tax of the last war. The motive 
was very laudable, and the relief provisions consisted 
of two short paragraphs in rather simple language. 
But there are still cases pending in the courts involv- 
ing those relief provisions, and the administration of 
those simple provisions was about the toughest prob- 
lem that ever entangled the Bureau of Internal Rev- 
enue. The general theory was that if, because of some 
abnormality, a taxpayer was required to pay an excess 
profits tax that was far out of line with the rate of tax 
paid by its competitors, then that taxpayer would be 


§Section 721 of the Internal Revenue Code provides that the fol- 
lowing types of income may be allocated to the years to which 
they are properly attributable, and taxed as income received in 
such years in lieu of being taxed as excess profits: 

Claim, award, judgment or decree. 

Payment under a contract, performance of which required more 

than twelve months. 

Income from exploration, discovery, prospecting, research or 

development of patents or processes extending over a period of 

more than twelve months. 
Income shifted on account of a change of accounting periods. 
Income to lessor on termination of a lease. 
Dividends from foreign corporations, 
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entitled to have the tax recomputed at such a rate as 
would be comparable to the rate paid by the competitors, 

The taxpayer’s first difficulty was in proving what 
was an abnormality in war times, when practically 
everything was abnormal. It amounted, in effect, to 
proving an abnormal abnormality. The abnormalities 
trotted out by taxpayers and presented as reasons why 
they should be granted relief from payment of the 
excess profits tax would cause even Ripley to raise an 
eyebrow. These “abnormalities” ranged all the way 
from the plight of the company that complained that 
its profits were unduly large because of the business it 
had acquired through the political pull of its officers, 
to the sad story of the company beside whose soft 
drink bottling establishment the government had built 
an army camp, thereby trebling the population of that 
area, so that the company’s profits had soared beyond 
all reasonable expectation. Incidentally, the Board of 
Tax Appeals held, in effect, that political pull was not 
an abnormality in this country, and further, that its 
eyes were not dimmed with tears for the company that 
made such a tidy sum selling strawberry pop to the 
thirsty soldiers. 

But even those taxpayers who were successful in 
proving an “abnormality” were just beginning the 
long trail that might lead to ultimate relief. Having 
proven an abnormality, the next problem was select- 
ing similar companies with which to compare the rate 
of tax paid by the complaining taxpayer. If, because 
of some abnormality, the taxpayer was paying a higher 
rate of tax on his income than his competitor, he could 
obtain relief, but who were the comparable competi- 
tors and who had the right to select them? The Com- 
missioner of Internal Revenue contended that not only 
did he have the sole right to select the comparable 
competitors, but that he didn’t even have to tell the 
taxpayer what companies he was using as comparables. 
So one taxpayer had to go all the way to the Supreme 
Court to get the Commissioner told that he had to 
reveal to that taxpayer the companies he was using as 
comparables in determining whether the taxpayer was 
entitled to some adjustment in his tax. Another tax- 
payer went all the way to the Supreme Court to learn 
that he had no right to go to court to appeal from the 
Commissioner’s determination as to the amount of 
relief to which the taxpayer was entitled under these 
“special assessment” provisions.® 


*In Blair v. Oesterlein Machinery Co., 275 U. S. 220, 48 S. Ct. 87, 
72 L. Ed. 249, the Supreme Court held that the Commissioner's 
determination as to ‘‘special assessment’’ under the relief provisions 
of the 1918 Act was reviewable by the Board of Tax Appeals and 
that the Commissioner had to produce the figures of the companies 
he had used as comparables. 

5 The Court held in Williamsport Wire Rope Co. v, United States, 
277 U. S. 551, 48 S. Ct. 587, 72 L. Ed. 985, that the courts were not 
equipped to determine how much tax a company should pay in 
comparison with its competitors, but that possession of the neces 
sary data by the Commissioner made such determination pecu- 
liarly within his province. The court pointed out that appeals 
could be taken to the Board of Tax Appeals since that body was 
not a court but an administrative agency. 
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But even after a taxpayer had been awarded some 
measure of relief, that was not the end, for the change 
in the rate of tax paid by that member effected a lower- 
ing of the average rate paid by the entire competitive 
group and thereby entitled someone else to come in 
and claim relief. And as each member of the group 
was granted relief, that in turn lowered the average 
and entitled the first ones to come back again. Small 
wonder that mention of the term “special assessment” 
in the Bureau is always accompanied with a sigh of 
gratitude that, with the aid of time, practically all of 
those cases have been disposed of. 


In the light of this past experience, the Treasury 
staff decided that any substantial relief from the pres- 
ent tax would have to be given by means of adjust- 
ments in the base period years affecting the credit to 
be offset against excess profits tax, rather than by 
adjustment for abnormalities in the present abnormal 
years. Thus a taxpayer might be paying an unduly 
high excess profits tax either because he was making 
too much money during the present year, or because 
the standard of measurement of what constituted normal 
profits was not a proper one. The taxpayer could 
hardly complain because he was making too much 
money in the current year, and if his tax were unfair 
because of an improper standard of measuring his 
normal profits, that standard could be adjusted by 
going back to the base period years and making such 
changes as would properly reflect the fair normal 
income the taxpayer should receive before being sub- 
jected to the excess profits tax. 


That is the method that has been used with success 
in Great Britain where the excess profits tax applies 
incidentally to individuals 
practicing a profession or en- 
gaging in business, as well 
as to corporations. The 
British tax differs from ours 
in that the taxpayer is per- 
mitted to choose his best 
year during the four year 
period 1936 through 1939, 
and then pays the excess 
profits tax only on that por- 
tion of his income which ex- 
ceeds the earnings of that 
best year. But even after 
giving taxpayers such a choice 
it was found that relief pro- 
Visions were needed for those 
individuals and companies 
who were unjustly affected 
by the 100% excess profits 
tax because, for one reason 
or another, even their best — La —. 
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year during that period was not a fair standard by 
which to measure excess profits. The British Act 
provides that any taxpayer who feels that his rate 
of profit for the chosen year was less than might rea- 
sonably have been expected, may apply for relief toa 
Board of Referees, which Board is given authority to 
adjust the profits for that chosen year to “such greater 
amount as they think just.” Such blanket authority 
granted to an administrative Board gives ample lee- 
way to make equitable adjustments, but it was thought 
that it was too much leeway to give it in this country 
where there will doubtless be many more applications 
for relief because of the necessity of taking the earn- 
ings of the entire four year period rather than choos- 
ing the best single year. 

Canada has an excess profits tax more nearly like our 
own, requiring the taxpayer to use the entire four year 
base period from 1936 through 1939. In Canada they 
have established a Board of Referees, whose members 
include an investment banker, an accountant, and a 
retired judge. This Board has been given broad dis- 
cretionary power to adjust the “standard profits” over 
the base period years in any amounts that would yield 
a return of not less than 5% nor more than 10% on 
invested capital. The Canadian taxpayer who claims 
that his “standard profits” are not a fair measure of the 
normal earnings of his business applies for relief to 
the Minister of Internal Revenue and submits data in 
support of his contention. If the Minister does not 
agree that relief should be awarded, the case may then 
be heard by the Board of Referees. This hearing is 
very informal, usually lasting about half an hour, and 

~ (Continued & page 229) 
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HE POWER of appointment has been said to 

| be “the most efficient dispositive device that the 
ingenuity of Anglo-American lawyers has ever 
worked out”.? With the collateral problems raised by 


the passage of the 1942 Revenue Act, even more 
ingenuity on the part of lawyers is demanded. 














For about 24 years the Federal revenue laws have 
included in the gross estate of a decedent for Federal 
estate tax purposes property passing under a general 
power of appointment exercised by the decedent. Con- 
siderable litigation has arisen as to whether property 
in question passed under the exercise of a general 
power or whether the property passed from the donor 
to the takers in default. Likewise, the courts have had 
to determine whether or not a given power of appoint- 
ment was general or special and whether or not a 
power was exercised. Many of these questions of 
construction have been eliminated by the Amendment 
to Section 811(f) of the 1942 Revenue Act, although 
many questions will undoubtedly arise in construing 
the new Act. The primary purpose of the Amend- 
ment, however, was to close the loophole for avoidance 
of tax. Such was the statement contained in the 
Treasury recommendations for changes in the Rev- 
enue Law, the Report by the House Committee on 
Ways and Means, and the Report by the Senate 
Finance Committee. Heretofore property subject to 
a power of appointment was not taxed in the decedent’s 
estate if he simply refrained from exercising the power. 





































































































Under the new Act there is to be included in the 
decedent’s gross estate all property with respect to 
which the decedent has at the time of his death a power 


of appointment. To this general statement there are 
several exceptions. 


























A power to appoint within a class which does not 
include any others than the spouse of the donee, 
spouse of the donor, descendants of the donee or donor, 
spouses of such descendants, and charitable corporations 
is excluded from the amendment. Property which is 
subject to such a special power is not taxable whether 
the power is exercised or not. Most special or limited 
powers that have been created in the past years should 
come within this broad family group. 



























































* Leach, Powers of Appointment, 24 A, B. A. J. 807 (1938). 
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lf property may be appointed to a charity, such a 
power should be considered with reference to Section 
812(d) of the Code, which describes the type of charity 
whose bequest or devise is deductible for estate tax 
purposes. By specific reference if a power exercisable 
in favor of a charity is to be exempt, it must be limited 
to the type of charitable corporation referred to in 
Section 812(d). 

A power to appoint to a restricted class, if the donee 
of the power has no interest in the property and if he 
may not exercise the power in favor of himself, his 
estate, or his creditors, is not included. Property sub- 
ject to such a collateral power is not taxable whether 
the power is exercised or not. 

However, if either a special power, as limited by the 
Act, or a collateral power, is exercised in such a man- 
ner as to give some other person a further power of 
appointment, the property subject to such an exercise 
of the power is fully taxable. Assume that a donee 
holds a power of appointment which is exercisable to 
or for the benefit of his descendants. If the donee 
exercises this power by directing that the property be 
placed in trust with the income payable to his son for 
life and gives his son the power to appoint the remain- 
der to his descendants, upon the donee’s death this 
property will be included in his taxable estate even 
though the power was exercisable only in favor of his 
descendants. 


The Act does not apply to outstanding powers where 
the donee may exercise the power in favor of any 
person other than himself, his estate, or creditors, 
unless he exercises the power. In this category are 
included special powers where the donee may appoint 
to persons other than those of the specified family 
group. Such a donee may continue to hold his power 
and if he does not exercise it, the property subject to 
the power will not be taxed. According to the Con- 
ference Report, this provision was inserted in the Act 
to make allowance for the inability to release non- 
general powers under applicable local law. 


The Act does not apply immediately to a general 
power of appointment created before the enactment 
of the Act if at the date of enactment the donee was 4 
minor, under a legal disability, or in the armed forces 
(Continued on page 239) 
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ISTORICALLY, insurance companies gener- 
ally were taxed in substantially the same 
way as Other corporations. That is their “gross 

income” included all that fell within the rather broad 
definition of that term as applied to all corporate tax- 
payers; and their deductions were the same as allowed 
other corporations, except that, in addition, they were 
permitted to deduct (a) net additions required by law 
to be made to reserve funds during the taxable year 
and (b) sums (other than dividends) paid within the 
taxable year on policy and annuity contracts.’ 














However, starting in 1921, special sections ? taxing 
“other than life or mutual” companies were enacted. 
Under these sections no longer could the casualty and 
surety companies deduct, as such, “net additions re- 
quired by law to be made within the taxable year to 
reserve funds;” and, in lieu thereof, specific formula 
provided for giving effect to the net changes (increase 
or decrease) in “unearned premiums” and “unpaid 
losses”. Originally these statutory provisions were 
construed strictly by the courts, irrespective of attempts 
by the taxing officials to broaden their interpretation. 
However, these statutory provisions taxing insurance 
companies “other than life or mutual” have, in the 
past few years, been progressively expanded; first to 
broaden the definition of “gross income” so as not to 
limit it to “underwriting” and “investment” income? 
and later to extend the scope of available deductions. 
Thus, again, after approximately fifteen years, the 
legislative trend is toward treating insurance com- 
panies “other than life or mutual” the same as ordinary 
commercial corporations to the extent that essential 
accounting and business differences permit such simi- 
lar tax treatment. These insurance companies, how- 
ever, are still immune from the capital stock and the 
declared value excess profits tax, although subject to 
the regular corporate and surtax rates, and to the 
excess profits tax. 























Specific Statutory Provisions 


Under the present revenue law, insurance companies 
“other than life or mutual” (but including every mutual 
marine insurance company) are taxable under Sec- 


*Sec, 234(a)(10) 1918 Act. 
* Secs, 246-247, 1921 Act. 
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tion 204 of the Internal Kevenue Code, as amended 
by the Revenue Act of 1942, approved October 21, 
1942. Under this section of the Code insurance com- 
panies, taxable thereunder, are taxed upon, (a) the 
combined gross amount earned during the taxable 
year, from investment income and from underwriting 
income computed on the basis of the underwriting 
and investment exhibit of the annual statement 
approved by the National Convention of Insurance 
Commissioners, (b) gain during the taxable year from 
the sale or other disposition of property, and (c) all 
other items constituting gross income under Section 
22 of the Code. The determination of net investment 
income and underwriting income on an “earned” basis 
requires the application of a specific formula set forth 
in detail in Section 204(b)(2)(3)(4). Thus, under 
Section 204(b) investment income means the gross 
amount of income “earned” during the taxable year 
from interest, dividends and rents, computed by add- 
ing to all interest, dividends and rents received during 
the taxable year all interest dividends and rents due 
and accrued at the end of the taxable year, and deduct- 
ing from this total all interest dividends and rents 
due and accrued at the end of the preceding taxable year. 
Similarly, underwriting income means premiums earned 
on insurance contracts during the taxable year, (less 
losses incurred and expenses incurred) computed by 
deducting from gross premiums written the total of 
return premiums and premiums paid for reinsurance, 
and adding thereto unearned premiums on outstand- 
ing business at the end of the preceding taxable year 
and deducting unearned premiums on outstanding 
business at the end of the taxable year. As above indi- 
cated, underwriting income means premiums earned 
less “losses and expenses incurred”. Subsections (6) (7) 
of Section 204(b) provide a formula for determining 
“losses incurred” and “expenses incurred”. Few 
changes have been made by the Revenue Act of 1942 
with respect to these subsections. 

The only material change in Section 204(b) by the 
Revenue Act of 1942 is the inclusion in unearned 





3Gross income included only ‘‘underwriting’’ and ‘‘investment’’ 
income under the 1921, 1924 and 1926 Acts. (B) ‘‘gain from the 
sale or other disposition of property’’ added by 1928 Act. (C) “‘all 
other items constituting gross income’’ added by the 1932 Act. 
See Sec, 204 of the Internal Revenue Code, 
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premiums of life insurance reserves, as defined in Sec- 
tion 201(c)(2), pertaining to the life, burial, funeral, 
or annuity business of an insurance company subject 
to tax under Section 204 and not qualifying as a life 
insurance company under Section 201(b) of the In- 
ternal Revenue Code. The Committee report indi- 
cates that this change, relating to the computation of 
premiums earned, is to permit a deduction for life 
insurance reserves for which the Company would 
receive a policy and other liability credit under Sec- 
tions 202 and 203 of the Code, if it could qualify under 
Section 201 as a life insurance company. Thus, with 
minor technical changes, and the inclusion under Sec- 
tion 204 of mutual marine insurance companies, Sec- 
tions 204(a) and (b) are substantially the same as the 
corresponding Sections of prior law. At this point, 
it might be well to emphasize two basic reminders, 
namely: Reserves as such, whether or not required 
by law, are not deductible by companies taxable under 
Section 204; and the annual statement approved by 
the National Convention of Insurance Commissioners 
is not conclusive for tax purposes either as to the 
Company or the Commissioner irrespective of the 
provisions of Section 204(b) of the Code. The fact 
that in recent years the views of the Commissioner 
and of the companies are becoming more divergent, 
principally concerning the proper determination of 
unpaid losses, unpaid expenses and unearned pre- 
miums verifies the truth of the latter reminder that the 
annual statement is not conclusive. 


Perhaps the most important of these three is the 
meaning of “unpaid losses” as used in Section 204(b) (6) 
which specifies in detail the formula for computing 
“losses incurred”. Briefly, this Section provides that 
the increase or decrease in “unpaid losses”, as the 
case may be, shall be added to or subtracted from 
paid losses. As heretofore indicated, “unpaid losses” 
does not mean loss reserves as such, even though 
required by state law and computed on a formula basis. 
Rather, it would seem that “unpaid losses” means the 
total liability at the end of the year determined by 
the Company’s trained investigators. In other words, the 
test is factual, and the companies must therefore have 
evidentiary support with respect to its claimed “un- 
paid losses”. The method of computing “unpaid ex- 
penses” is similarly involved ; whereas, the computation 
of the increase or decrease in “unearned premiums” is 
now quite standardized, except in certain lines. The 
same is true with respect to salvage and reinsurance 
recoverable, although some companies do not give 
effect to salvage either on the annual statement or on 


the tax return until such items are actually converted 
into cash. 


The changes made in Section 204(c) of the Code by 
the Revenue Act of 1942 are most important since they 





April, 1943 


contain certain relief as well as clarifying features, 
Preliminarily, it should be observed that an insurance 
company taxable under Section 204 is entitled not only 
to the various specific deductions listed in Section 
204(c), but also to such other deductions as are allowed 
under Section 23. Perhaps the most important amend- 
ment to this Subsection (c) relates to the treatment 
of capital losses as set forth in Subsection (c) (5), 
Under this Section, it is now clear that a net capital 
loss carryover is available to insurance. companies 
taxable under Section 204, whereas there was some 
doubt as to whether a net short-term capital loss 
carryover was available under prior law. However, 
a special rule limits the application of the capital loss 
carryover provided in Section 117(e) in order to pre- 
vent capital losses actually used to reduce net income 
in any year from again being used in a future year as 
an offset against capital gains in that year. Section 
204(c) (6) provides in this regard: 


‘*& * * Tn the application of Section 117 (e) for the purposes 
of this section, the net capital loss for the taxable year shall 
be the amount by which losses for such year from sales or 
exchanges of capital assets exceeds the sums of the gains from 


such sales or exchanges and whichever of the following 
amounts is the lesser: 


(A) the corporation surtax net income (computed without 


regard to gains or losses from sales or exchanges of capital 
assets); or 


(B) losses from the sale or exchange of capital assets sold or 
exchanged to obtain funds to meet abnormal insurance 
losses and to provide for the payment of dividends and 
similar distributions to policyholders.” 


Under the law, as amended, insurance companies 
taxable under Section 204 are subject to the same limi- 
tations as other corporations with respect to capital 
losses, with one important exception. Section 204(c) (5) 
permits an additional deduction for losses from capital 
assets sold or exchanged in order to obtain funds to 
meet abnormal insurance losses and to provide for the 
payment of dividends and similar distributions to policy- 
holders. The underlying theory is that if an insurance 
company is required to sell or exchange capital assets 
in order to obtain funds to meet abnormal insurance 
losses or to provide funds for the payment of dividends 
and similar distributions to policyholders, it should be 
able to take an ordinary deduction as to excess capital 
losses over capital gains due to the involuntary nature 
of the sale or exchange. The method of determining 
when assets are sold to obtain funds for the purposes 
specified is not too clear, although the formula set 
forth is workable. Section (c)(5) provides in sub- 
stance that capital assets shall be considered to have 
been sold or exchanged to obtain the necessary funds 
to the extent the gross receipts from their sale are 
not greater than the excess, if any, for the taxable year 
of the sum of dividends and similar distributions paid 
to policyholders in their capacity as such, losses and 
expenses paid, less the total of interest, dividends, 
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rents, and net premiums received. The application of 
this formula, however, having in mind that in theory, 
at least, the Company has no control over the time 
when it will dispose of its capital assets for the pur- 
poses specified, raises certain complications which the 
regulations will have to clarify. The statutory pro- 
vision gives no indication as to how an insurance com- 
pany will identify the capital assets sold at a loss in 
order to obtain funds to meet abnormal losses and to 
pay dividends or other distributions to policyholders. 
For example, all the capital losses might have been 
realized before the abnormal loss situation developed. 
Also, the only capital loss available might have arisen 
out of a partial or complete liquidation of a corpora- 
tion in which the insurance company owned securities. 
It would seem that the test should not be whether 
the Company actually intended to sell or exchange 
capital assets to meet an abnormal loss situation or to 
provide funds with which to pay policyholders, but 
rather the test should be factual, i. e., if after applying 
the formula there is an “excess”, it should be con- 
sidered that capital assets were sold to meet abnormal 
losses, etc., to the extent of the “excess” irrespective 
of the time of the sale or exchange in relation to the 
specified purposes and regardless of whether the sale 
or exchange was voluntary or involuntary. Although 
the percentage limitations of Section 117 are not 
applicable to corporations, and consequently would 
not operate to limit the loss for this purpose, the fact 
that the specified formula uses gross receipts from 
the sale of such capital assets as the measuring stick 
for determining its applicability will probably make 
it essential to identify and substantiate by proof the 
particular capital assets sold or exchanged to obtain 
the necessary funds. Marine insurance companies will 
probably derive the greatest benefit from this relief 
legislation. 

Of considerable importance also is the change in 
Section 204(c)(6), which corresponds to the amend- 
ment made to Section 23(k), relating to the deduction 
for agency balances and bills receivable which become 
worthless during the taxable year. Under prior law 
ascertainment of worthlessness and charge-off on the 
books of the insurance company were statutory pre- 
requisites for the allowance of the deduction of agency 
balances, bills receivable and other debts. Actual worth- 
lessness, without regard to ascertainment and charge- 
off, is now the sole test. This very desirable change 
in the law will tend to avoid to a considerable extent 
the inequitable result often arising in cases where the 
taxpayer takes a bad debt deduction in one year, 
Whereas the Commission disallows the deduction and 
claims that the debt should have been ascertained to 
have been worthless and charged-off in some prior 
year already outlawed by the Statute of Limitations. 


The extension of the Statute of Limitations from 
three to seven years with respect to the filing of 
claims for refund as to overpayments arising out of 
the bad debt situation will substantially minimize the 
former danger that these deductions would be abso- 
lutely denied. In this regard, the new Section, Sec- 
tion 322(b)(5), provides that if a claim for credit or 
refund relates to an overpayment on account of the 
deductibility of a worthless debt, or of a loss from 
worthlessness of a security, or the effect that the 
deductibility of such items has on the application by 
the taxpayer of a carryover, claim may be filed within 
seven years from the date provided by law for filing 
the return for the year with respect to which the claim 
is made. It should also be observed that the specific 
limitation as to the amount of refund provided in 
Section 322(b)(2) or (3) is not wholly controlling 
with respect to a claim filed under Section 322(b) (5) 
since the credit or refund may exceed the portion of 
the tax paid during the preceding periods specified in 
Sections 322(b)(2) or (3), whichever is deemed 
applicable, to the extent of the amount of the over- 
payment attributable to the deduction of the items 
specified in Section 322(b)(5). The carryover, above 
mentioned, relates to the capital loss and net operating 
loss carryover. In order to encourage the prompt 
filing of claims under this new Sub-section (5) of Sec- 
tion 322(b), Section 3771, (relating to interest allowable 
on claims for refund or credit) was amended so as to 
stop the running of interest on an overpayment 
attributable to bad debt deductions, etc., after the 
expiration of the three or two year period for filing a 
claim provided in Section 322(b)(1), and interest will 
start running thereafter at the expiration of six months 
from the date of filing a claim, or if no claim was filed 
and the overpayment was found by the Tax Court, 
six months from the date the petition asserting such 
payment was filed. 


Miscellaneous Substantive Provisions 


Apart from the specific provisions of Section 204, 
there are many very important substantive provisions 
which are applicable to insurance companies. For 
example, the requirements of bond premium amortiza- 
tion are equally applicable to insurance companies. 
All corporations must amortize wholly and partially 
tax-exempt bonds, although they may elect whether 
to amortize with respect to fully taxable bonds. The 
election once made is binding as to all future years, 
unless the Commissioner consents to an accounting 
change with respect thereto. Bond premium amorti- 
zation has a threefold effect, namely: (1) as an adjust- 
ment to the basis or adjusted basis of the bond; (2) as 
a deduction; and (3) as a reduction of the credit 

(Continued on page 218) 










































































































































































































































































































































































































































































































































































Eighty Per Cent Tax Limitation 


The Effect of the 80% Tax Limitation under Section 710 (a) (1) (B) 


INCE the amendment to the excess profits tax 

law was made by the Revenue Act of 1942 

extending relief to taxpayers who have ab- 
normally low earnings in the base period, a very large 
number of taxpayers will be vitally interested in 
endeavoring to increase their average base period net 
income in order, if possible, thereby to reduce the 
amount of their income subject to excess profits tax. 
Those taxpayers who have the largest proportion of 
their net income subject to the excess profits tax are 
likely to be those who will make the most strenuous 
efforts to build up their base period net income. 

Many corporate taxpayers will be surprised and 
disappointed to learn that they will not benefit as much 
as anticipated by increasing their average base period 
net income and by thus re- 
ducing their adjusted excess 
profits net income subject to 
excess profits tax. This class 
of taxpayers will be those 
whose adjusted excess profits 
net income represents such 
a large proportion of their 
total net income as to make 
them subject to the 80% 
limitation provisions of Sec- 
tion 710 (a) (1) (B) of the 
Internal Revenue Code. As 
a matter of fact in some 
cases it would be possible 
for a corporation to increase its average base period 
net income by more than 100% and yet instead of 
reducing its combined income and excess profits tax 
expense it would at least somewhat increase such 
total expense. It is the purpose of this article to 
explain under what general circumstances such a 
situation would arise. 

As is well known the excess profits tax law while 
imposing a tax of 90% upon adjusted excess profits 
net income nevertheless places a limit to the combined 
income and excess profits taxes which can be imposed 
upon the net income of corporations. The law pro- 
vides that the combined income and excess profits 
taxes cannot exceed 80% of the corporation’s surtax 
net income (without reduction for the adjusted excess 





Upon Relief under Section 722 of the Internal Revenue Code 


By C. H. YOHN 


Extension of Time for Excess Profits 
Tax Relief Under Code Sec. 722 


H. J. R. 100 extends the time for filing claims 
for relief under Code Sec. 722 until September 15, 
1943, for the years 1940 and 1941. This Resolution 
also amends Code Sec. 780 (b) by changing the 
time for issuance of post-war bonds to corpora- 
tions from three months to one year after the 
date of tax payments in the case of returns of 
taxable years beginning or ending in 1942. Chair- 
man Doughton of the House Ways and Means 
Committee gave this measure the green light in 
Congress and it has passed both Houses. Prompt 
Presidential approval is expected. 
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profits net income). The net income of the taxpayer 
which is not subject to the excess profits tax is subject 
to income tax of 40% of which 24% is normal income 
tax and 16% is surtax. 

The foregoing statements and those throughout 
this article are based upon the type of case where the 
net income, the excess profits net income, the normal 
tax net income (before deducting adjusted excess 
profits net income) and surtax net income (before 
deducting adjusted excess profits net income) are 
the same amount. It is also assumed in the illustra- 
tions which will be given and in the formula which 
will be submitted that the normal tax net income and 
surtax net income of the corporation will be $50,000 
or greater. 

Let us assume a corpora- 
tion with a net income of 
$1,000,000 of which $900,000 
represents adjusted excess 
profits net income and 
$100,000 represents income 
subject to income tax. This 
corporation will be subject 
to the 80% limitation pro- 
vided by Section 710 (a) (1) 
(B) of the Internal Revenue 
Code. The adjusted excess 
profits net income of this 
corporation is computed as 
follows: 








Excess profits net income............ as hea aneeame : $1,0 ), 000 
Less specific exemption.............. ee 

Excess profits credit............... ev . 95,000 109,000 
Adjusted excess profits net income... .......... Sisicne S SOR 





The net tax expense of this corporation including 
the normal tax, the surtax, and the excess profits tax 
less the postwar refund is set out in the following 
statement: 








Amount Tax rate Tax 

Income subject to income tax.....$ 100,000 40% $ 40,000 
Adjusted excess profits net income 900,000 Limitation 760,000 
Net income ..... Pee - F $ 800,000 
Less post-war refund ............ ee ee 76,000 
ee TE IOINR. okie ves beccececseeks $ 724,000 





(Continued on page 227) 
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an important source of revenue in gasoline and 
related motor vehicle taxes. These excises 
have been used to a minor extent by some munici- 
palities and the federal government. In fact, 
the motor vehicle owner pays a license fee in every 
state, a tax on gasoline in every state, a driver’s 
license in most states, a personal property tax in 
about half the states, sales taxes on the car, tires, 
accessories, and batteries in twenty-five states,’ 
bridge and ferry tolls in some states. 


VOR MORE than a decade the states have found 


1940 Revenues From Motor Cars 
May Mark End of an Era 


To the federal government each motor car owner 
pays a sales tax, a tax on gasoline and oil, and, since 
February, 1942, a fee for use of the car. 

Some municipalities impose license fees, property 
taxes, gasoline taxes, parking meter fees, and sales 
taxes. The indirect taxes are also numerous. Among 
the more obvious are licenses for filling stations and 
garages. 

It has been estimated that the average special state 
tax for a motor vehicle increased from $12.22 in 1921 
to $35.84 in 1936, to $38.93 in 1937 and to $53.60 in 1941. 
If personal property taxes and federal excises are 
added, the total for 1937 becomes $53.00.2, Using an- 
other basis of comparison, the Public Roads Admin- 
istration computed that a motor vehicle owner paid 
8.08 cents in 1939 for special motor vehicle taxes and 
registration fees while using one gallon of gasoline, 
or an average tax of .582 cents per mile.’ 


The high point of 29.7 per cent of all state tax 
revenues from the motor car was reached in 1940 and 
it may mark the end of an era.t Some of the prob- 
lems resulting from rubber shortage and gasoline 
rationing will be considered below. 


In this study federal gasoline taxes are mentioned, 
but most attention is given to state taxes on gasoline 
and other motor fuels. 


— 


For a discussion of general sales taxes see ‘‘State Sales and 
Use Taxes’? by the same authors in Taxes, March, April, 1942. 

*Finla G. Crawford, Motor Fuel Taxation in the United States, 
Dp. 8. 

*Public Roads, 22:90 (June, 1941). For 1939, William L. Haas, 
fconoinist for the Public Roads Administration, estimated average 
highway-uses taxes per vehicle, $36.16; and sales taxes, $4.59; a 
total of $40.75 (Public Roads, 22:163, Sept., 1941). 

‘The high point in total dollar yield to date was in 1941 
'$1,331,600,000). These figures and the percentages include motor 
fuel taxes and motor vehicle licenses. 


Gasoline and Other Motor Fuel Taxes 


By ROY G. BLAKEY and GLADYS C, BLAKEY 
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Federal Gasoline Taxes 


The Federal government first imposed a tax on 
gasoline in 1932 as an emergency and supposedly a 
temporary measure. During most of the ten-year 
period since then the rate has been one cent a gallon, 
but on July 1, 1940, it was increased to 1% cents. 
The yields of this tax are shown in Table 1. States 
were greatly concerned in the spring of 1942 over the 
proposal of the Treasury Department to double the 
federal rate but neither the House of Representatives 
nor the Senate approved this Administration sugges- 
tion. Indeed the states have never been entirely 
reconciled to the federal levy as they see in it further 
encroachment upon their fiscal preserves. 

The federal government, to be sure, has contributed 
large sums for road work,* but it has been computed 
that from 1917 to 1936, inclusive, the motorist had 
paid $173,000,000 more in federal taxes on gas, oil, cars, 
accessories, etc. then the federal government had spent 
for highways under the direction of the Bureau of 
Public Roads. These figures do not include the grants 
for road work done under the W. P. A., P. W. A., and 
E.R. A.® The federal government, however, has never 
collected this tax on any assumption except that the 
proceeds were for general use. There has never been 
any close or regular relation between the federal 


revenue from motor vehicle taxes and federal highway 
construction. 


TABLE 1 
Yield of the Federal Tax on Gasoline’ 
Per Cent of 
Fiscal Total Federal 
Year Amount Tax Revenues 
er ae $124,929,412 1.8 
SS cus 5 wre wag 202,575,034 6.8 
a 161,532,292 5.0 
a EE ete 177,339,587 5.0 
MANE i eonee eae 196,532,814 4.0 
1938 .............. 203,648,079 3.0 
MO snd, Sh pans: 207,018,745 4.0 
Lo: oe alee renee 226,186,669 3.1 
RE ia eden 343,021,269 4.0 
Ee Denney 369,587,151 2.7 





1 Annual Reports of the United States Secretary of the Treasury. 


5 The first federal act to match state funds for highway construc- 
tion was passed in 1916. Funds were apportioned among the states 
on the basis of area, population, and number of miles of rural post 
roads. 

6 National Highway Users Conference, Federal Aid—Federal 
Roads, October 1, 1936. 
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State Taxes—Rates 


Since Oregon first enacted a tax of one cent a 
gallon on gasoline in 1919, the practice has spread 
until now the tax is imposed at varying rates by every 
state in the Union as well as by the District of Co- 
lumbia and the Federal Government. It became num- 
ber one revenue producer for the states, yielding the 
largest amount of any single tax in 1939, 1940, and 
1941, even exceeding the payroll tax. 
may show this is true of 1942, also.’ 


Final returns 


For the first four years, that is, prior to 1923, no 
state had a rate higher than two cents a gallon. In 
1923, eight southern states increased their rates to 
three cents and year after year the state rates were 
raised. In 1931, the maximum of seven cents was 
imposed by Florida. The only other states which have 
equalled this rate are Louisiana and Tennessee. Some 
indication that the maximum has been approached, if 
not reached, may be seen in the near cessation of 
increases in recent years. In 1939 only two states, 
North Dakota and Nevada, increased their rates one 
cent; one state, Idaho, added 1 mill, and no state 
raised its rate in 1940. Moreover, in the latter year 
Minnesota reduced its rate by one cent and Missouri 
voters rejected an amendment to raise the gasoline 
tax. In 1941, however, Minnesota again raised its 
rate to four cents, Pennsylvania added one cent, and 
Oklahoma added ™% cent to their taxes. In 1942 the 
District of Columbia increased its rate to three cents. 
The increase in the Maine rate from four cents to 
4% cents, which was to have gone into effect July 26, 
1941, was suspended when a referendum petition was 
filed with the Secretary of State. The voters rejected 
the increase at a special election in December, 194}. 

The simple average of rates per gallon, state and 
federal, was 4.31 cents in 1939, 4.31 cents in January, 
1940, and 4.43 cents in 1942... The weighted state 
average according to the Public Roads Administra- 
tion was 3.96 cents in 1939. 

No state has imposed a one cent tax since 1925, when 
three states moved their rates upwards. The first 
year to see a six cent tax was 1929. The trends of 
rates since 1929, the first year that all forty-eight states 
and the District of Columbia imposed gasoline taxes, 
are shown in Table 2. The most common state rate 
during the past decade has been four cents; the second 
most common rate was three cents in the first half 
of the decade, but this rank has been taken by the 
five cent rate in the last half of this period. 





™The preliminary Census Report, State Fimances, 1942 (Aug. 31, 
1942) had data only for states with fiscal years ending June 30, 
1942, This indicated payroll taxes slightly larger than gasoline 
taxes for 1942. 

’ This average was computed by adding the state gas taxes and 
the 1.5 federal tax and dividing by 50 (48 states, District of Co- 
lumbia, and the United States). 
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TABLE 2 





State Gasoline Tax Rates, 1929-1942 


(Number of States, including the District of Columbia, 
Levying Rates Indicated) 


tates 
Year 2¢ 3¢ 3Y¢ 4¢ S¢ SUG 6¢ B6Y%¢ 7¢ Total 
29..... § 9 1 20 8 3 : 49 
teae..... @& FZ = 17 9 5 ze 2 49 
1934..... 4 46 15 10 5 1 2 49 
i 10 fue 18 10 5 1 2 49 
1936 So ae ee ad 17 9 5 1 3 49 
1937..... ; ae. FB ww 5 1 3. 49 
ee..... 2 8 we 18 10 5 1 3 49 
ee: .... 2 9 4 18 11 5 1 3 49 
1940... 2 ” 17 11 " 5 1 3 49 
i) 9 se ly 6 1 5 1 3. 49 
ne 10 as Io «62 1 5 1 3. 49 





The Bureau of Public Roads has made an interest- 
ing analysis of the variation in motor tax burden ac- 
cording to geographical areas. Residents of the states 
in the Northeast and middle parts of the United States 
pay the highest average registration fees, whereas 
those in the Southeast and Southwest pay the highest 
fuel taxes. Residents of the Northwest (Montana, 
Idaho, Utah, Colorado, Nebraska, Kansas, North and 
South Dakota, and Oklahoma) and far West (Ci li- 
fornia, Nevada, Oregon, and Washington) pay both 
the lowest average registration fees and lowest av- 
erage fuel taxes. The states in the Southeast had the 
highest relative ® gasoline tax and they also reported 
the highest average annual mileage.’® 


Experience seems to indicate that high rates have 
not reduced gasoline consumption though they may 
have kept it from increasing as fast as it would have 
done if not taxed. As reported by Better Roads ™ three 
states with a seven cent tax increased their consump- 
tion during the year 1940 an average of 10.1 per cent 
and five states with a six cent tax increased their con- 
sumption 8.1 per cent. The increase for the nation as 
a whole was 6.2 per cent. Of the 12 states reporting 
increases of more than 8 per cent, nine had taxes of 
four cents to seven cents, that is, higher than the 
national average. 


Yields of Motor Fuel Taxes 


The total state revenue yields of the gasoline tax 
have increased from about $1,000,000 in the fiscal year 
1919 to $431,000,000 in 1929, to almost $822,000,000 
in 1939 and to $938,000,000 in 1942. Table 3 shows 
each state’s receipts for a ten-year period. For the 
fiscal year 1937 the revenue from this source was 
about 21.5 per cent of state revenues from all sources, 
exclusive of the payroll tax. In 1939, gasoline tax 





® Computed by considering the prevalent tax rate in each of six 
geographical areas and the number of gallons taxed at each rate 
prevailing in the region. 


” Public Roads, 22:256, 257 (January, 1942). 
™ June, 1941, p. 40. 
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MUSOU, 2858s, cd cach eae 9,501 9,198 9,288 9,799 
POR AAIN 5 ok 08) bk Sus Banas x 2,807 2,759 3,180 3,703 
DEMON. 5.5. 0d ccale ee vans 8,691 7,709 8,312 8,905 
on RIE ae ees eee ce Dee 775 659 816 910 
New Hampshire ......... 2,774 2,611 2,680 2,846 
RN oo es < iy ss site ace 17,178 16,679 16,473 17,099 
New Mexico .........6.000% 2,554 2,373 2,546 2,983 
New YOUR ...g:2..esscsun 31,735 44,321 43,306 47,861 
North Carolina .......... 14,941 14,165 15,165 17,334 
North Dakota. ....- . <6. ae 2,018 1,802 2,063 2,365 
SE oa a chan oe on 39,328 34,269 33,940 37,618 
















Uo 11,040 9687 10,523 11,075 
MINN F208 fo chk gs BPS ona 6,218 5,618 6,209 7,209 
Pennsylvania ............ 27,402 25,673 26,473 27,416 
Rhode Island ............ 1,906 1,826 2,055 2,172 
south Carolina ........... 6,487 3,176 7,432 8,440 
South Dakota ............ 4,683 4,089 4,016 4,179 
MONHESSEE ..... =... ccs. 13,365 13,091 14403 15,420 
NN et bea ee 28,213 26,892 30,656 33,550 
a gh on Ce 2,566 2,368 2,328 2,536 
ee 2,072 1,863 1,705 1,971 
Sn tea 11,521 10,887 11,760 12,619 
Washington ............. 10,708 10,977 10,967 11,870 







West Virginia ........... 5,784 5,083 5,665 5,975 
hee, ee 16,501 14,433 16,215 15,626 
WIE ooo inna 





Total ...... 


—— 


Sources: Data for 1932-1940 from Tax Institute, Tax Yields, 1940; 
for 1941 from U. S, Census State Tax Collections, 1941 (February 










yields increased slightly, but other revenues were up 
more so that the percentage from gasoline taxes was 
slightly less, 20.8 per cent. In 1941 the corresponding 
percentage was 20.3; in 1942, 18.9. 

In fiscal 1941 the largest gasoline tax yields in dol- 
lars were received by (1) New York ($75,381,000), 
(2) Pennsylvania ($65,904,000), (3) Ohio ($58,549,000), 
(4) California ($53,633,000), and (5) Texas 
($45,948,000). The five states with the lowest 
yields were (1) Nevada ($1,548,000) ; (2) Delaware 
($2,494,000) ; (3) Vermont ($2,885,000) ;° (4) Wy- 
















TABLE 3 
Yield of State Taxes on Gasoline and Other Motor Fuels 
1932-1942 
(000 omitted) 
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1936 1937 1938 1939 1940 1941 1942 


es oe duwalles $ 7,424 $ 7,664 $9,010 $10,170 $11,421 $13,351 $13,665 $14,363 $15,341 $17,744 $18,583 
| aR ES 2,900 2,679 3,024 3,228 3,566 4,166 4,339 4,275 5,048 4,974 5,477 
EI aa 6,759 6,268 7,411 8150 8664 9,717 10,056 10,434 11,132 11,968 13,430 
ieee |... saisseeee. 40,918 38,522 40,183 39,931 42,356 44,183 47,573 47,527 56,177 53,633. 58,499 
a ale oka 6,695 5,895 6,733 6871 7,263 8260 8639 8851 9,252 8470 8,599 
Connecticut .............. 4,823 4,625 4947 5130 7,192 9,251 9,582 9,721 10,568 11,688 11,820 
REE AS 1,099 1,072 1,179 1,217 1,742 2,009 2,069 2126 2,228 2494 2,474 
NES 15,245 14,173 15,276 17,282 18858 21,450 22,747 23,536 25,549 28623 27,300 
aE ae 12,247 12,622 14,597 16,110 17,760 9,412 20,015 20,770 22,102 24,621 25,711 
ce a 2,758 2,758 2,752 2,752 3,263 4,089 4078 4,543 4,802 5,356 4,914 
ee ey 29,288 29,244 29,204 29,747 33,847 37,757 39,678 41,481 40,614 43,302 43,419 
I or, Petes settee, 17,166 11,405 16,842 17,820 19,761 22,132 22,717 23,072 24,565 27,123 27,939 
tik Rieioaht nC tae 10,795 10,609 11,331 12,687 11,831 12,970 13,251 13,934 16,771 17,488 15,329 
Suk eT a 8,037 7,363 8241 8592 9,019 9675 10,275 10,097 10,054 10,831 10,918 
Kentucky ................ 8,757 8,068 8959 9,139 10,558 12,120 13,118 13,149 13,458 15,563 16,177 
lS Ree tela 8,403 8330 7,428 9,197 9,672 12,790 15,971 17,821 19,465 21,223 21,006 
|G REI In 4,622 4,398 4267 4,32 4,793 5,440 5,755 5,755 5,945 6,338 6,026 
Maryland ................ 8,006 7,099 8049 8344 8717 9,720 9,923 10,373 11,232 12,746 11,313 
Massachusetts ........... 16,652 16,349 16,699 17,383 18386 19,818 21,595 20,455 21,134 21,468 18,694 
lg eee 21,606 19,403 20,291 21,514 23,841 27,889 28,727 28,364 31,243 34,279 34,650 
Minnesota ............... 11,707 9,861 10,296 10,750 11,132 13,314 16,938 17,921 21,095 17,018 20,507 


9,320 10,159 10,824 10,970 11,904 13,095 11,390 
10,036 11,360 11,686 12,068 12,764 15,261 12,9397 
5,039 5,377 5,419 4,508 6,175 5,373 6,616 
10,508 11,243 11,287 11,569 11,821 11,973 12,094 
1,101 1,207 1,228 1,340 1,532 1,548 1,205 
3,245 3,331 2,900 3,582 3,566 3,923 3,892 
18,710 21,659 23,922 24,709 23,258 24,702 26,329 
3,736 4,085 4,528 4,597 4,875 5,435 5,618 
60,346 52,575 66,802 67,235 70,931 75,381 70,460 
19,809 22,654 24,847 23,852 25,324 30,066 29,945 
2,104 2,481 2,577 3,589 3,484 3,419 3,512 
39,268 44,140 47,146 46,715 51,066 58,549 51,6567 
12,623 13,328 13,945 14,414 14,833 15,950 20,707 
7,931 9,201 9,791 9,838 10,582 12,133 12,094 
44,786 53,347 55,649 56,188 57,008 65,904 66,681 
2,337 2,563 3,768 4,216 3,847 4,164 4,049 
9,163 10,852 11,385 12,072 13,181 14,650 15,415 
4,402 4,313 4,646 5,082 5,412 5,683 6,029 
16,765 19,410 19,965 20,119 20,949 22,534 26,607 
36,243 30,558 42,228 44,217 45,948 45,948 50,059 
2,899 3,254 3,444 3,645 3,875 4,232 4,389 
2,161 2,356 2,601 2,565 2,703 2,885 2,981 
13,699 15,701 16,385 17,218 18,236 21,352 22,710 
13,107, 15,408 16,396 16,190 17,158 17,563 21,096 
6,411 7,956 9,568 9,636 10,952 11,059 11,633 
16,741 18,894 19,417 19,864 20,670 21,849 22,558 


....... $534,160 $509,040 $543,665 $581,838 $658,000 $709,252 $785,602 $801,120 $852,647 $914,493 $928,089 


27, 1941); for 1942 from U. S. Census, State Finances, 1942 (Aug., 
1942) and from state officials. 
1 Eleven months only for Missouri; ten months in Ohio. 








oming ($2,914,000); and (5) North Dakota 
($3,419,000). 

The tax on gasoline has been very important in 
many states. In recent years it produced about half 
the state tax revenues in Florida (51.05% in 1940, 
47.19% in 1941) and Nebraska (51.07% in 1940 ; 52.89% 
in 1941); almost’ half’ in Georgia (49.46% in 1940, 
48.39% in 1941), Montana (46.71% in 1940, 44.48% 
in 1941), Tennessée (48:45% in 1940, 48.95% in 1941), 
and Idaho (45.47% in: 1940, 41.65% in 1941), 
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The smallest percentages 
in 1941 were those of New 


York (15.43), Massachu- 
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State Taxes on Gasoline and Other Motor Fuel 
Percentages of Total Tax Collections 
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TABLE 4 




































































































































































































































































































































































1932-1941 
setts (17.16), and Missouri State 1932 1933 1934 1935 1936 1937 1938 1939 1940 194) 
(18.34). These percentages, Alabama _. 34.38 36.68 39.09 38.33 37.76 36.17 33.64 35.18 34.71 34,50 
, ; ee "ae 29.78 32.13 30.79 30.84 30.89 31.04 27.60 25.45 28.37 27.6 
computed on total tax reve- eas |" 41.03 42.53 46.02 46.11 38.47 36.22 36.56 37.17 36.33 3570 
nues less unemployment California ........... 39.63 41.45 28.15 29.46 22.73 19.67 19.79 19.65 21.26 1860 
compensation, are shown in _ Colorado ... 45.10 44.44 44.83 40.15 30.87 31.45 28.52 27.55 26.67 22.50 
Table 4 Connecticut ......... 16.30 17.93 19.74 19.59 22.30 24.52 24.38 24.70 24.44 23.15 
. ; Delaware 13.34 11.51 15.85 17.01 20.22 22.64 20.05 21.88 21.23 2347 
— Florida ...... 55.55 56.71 55.35 54.94 49.38 50.94 51.91 47.90 51.05 47.19 
Inspection Fees and Licenses Georgia ....... 44.26 55.13 56.06 57.39 59.21 49.97 4861 49.76 49.46 4839 
ere a Idaho 41.74 41.12 43.36 41.91 35.65 36.79 40.89 37.78 45.47 4165 
In addition to the gasoline Illinois _ 35.24 33.28 24.25 24.04 22.81 22.21 21.19 22.23 20.60 20,59 
tax paid by the automobile = [ndiana - 40.37. 37.44 35.80 32.38 31.15 29.88 31.21 32.11 31.06 31.78 
user, nineteen states col- !owa 30.29 31.05 33.64 27.71 20.29 20.96 21.71 25.20 25.71 26.02 
ad i. +» Kansas 35.06 39.37 39.05 41.25 38.01 38.16 25.57 28.33 27.13 27.0) 
lected in 1941 ° fee from oil Kentucky . 32.34 33.30 36.37 27.98 30.29 27.42 30.44 32.24 32.22 31.56 
companies for inspection of [Louisiana . -.. 31.48 32.06 27.01 27.83 25.26 25.78 25.87 27.20 27.79 27.62 
gasoline.? Originally this Maine .............. 22.86 25.40 2853 28.28 28.97 30.69 29.63 30.15 30.61 29.96 
; _ Maryland .. 32.16 31.00 32.87 31.62 28.35 30.42 29.81 30.36 26.07 27.09 
control over petroleum ee a 20.24 23.05 22.05 21.21 20.64 18.92 19.99 19.24 17.78 17.16 
ucts was exercised as a fire Michigan -. 2289 29.46 20.87 20.06 19.50 21.07 20.26 21.25 21.72 19.91 
protection measure when Minnesota ...... . 25.74 26.37 25.05 2206 20:57 21.11 2246 2429 27.56 2225 
Pramageee’ _ Mississippi ..... . 37.64 40.51 37.35 41.42 42.77 39.69 41.28 40.29 40.46 39.09 
kerosene was used Cxten- Missouri . _ 26.13 27.57 27.02 27.87 22.63 20.64 18.31 1814 1855 18.34 
sively for lighting and cook- Montana............ 44.98 40.76 45.01 41.25 45.94 41.97 41.60 39.71; 46.71 44.48 
ing. At present some states Nebraska ....... .. 45.95 51.46 50.22 53.52 56.21 52.27 51.19 52.71 51.07 52.89 
. “ware . Nevada _..... 29.43 28.71 34.84 35.06 35.08 36.28 37.12 38.06 42.44 39.91 
——= inspection while oy Hampshire ..... 27.61 27.36 26.07 25.50 2886 27.14 23.62 28.80 2832 30.01 
others impose no special fee. New Jersey ....... - 16.43 17.33 17.09 17.29 14.69 19.28 20.08 21.22 20.23 25.83 
Fees varv from state to state New Mexico . 43.67 43.85 42.80 33.52 34.95 52.76 31.71 33.03 31.61 31.79 
; Sa . New York ..... 12.53 18.04 14.75 16.33 15.70 12.57 15.05 16.15 15.78 15.43 
in those that do impose \oinCarolina... 3582 3876 3429 3473 3511 3833 3563 3562 3413 3460 
them. In 1939 the highest North Dakota 24.85 23.69 24.95 32.37 20.07 22.28 21.14 28.11 25.58 22.26 
was that of Tennessee, 20 Ohio ..... . 48.59 43.75 42.80 40.34 26.31 24.86 25.69 28.49 27.94 25.69 
gerne e _ Oklahoma _. 38.94 38.37 34.81 34.05 2845 23.71 22.64 25.93 26.72 28.13 
cents a barrel of fifty gal- Oregon . _ 26.12 31.94 37.13 38.01 37.62 39.44 38.15 41.25 43.56 42.09 
lons; the lowest, those of Pennsylvania 20.95 18.87 22.53 20.97 24.91 19.31 21.01 23.92 23.06 24.15 
Kansas and Missouri, one’ Rhode Island . 18.66 1842 21.35 18.56 21.38 22.60 29.13 31.02 25.94 25.87 
. rs 4. _¢ South Carolina 37.56 31.31 38.16 41.26 36.00 38.78 37.62 42.64 43.26 40.79 
cent a barrel. Yields of coith Dakota 47.13 85.30 56.83 51.80 48.92 40.20 34.91 34.42 34.58 34.33 
these fees are large enough Tennessee 53.94 56.61 59.40 58.94 56.40 56.88 50.26 50.13 4845 48.95 
in some states to be impor- Texas - 38.88 40.07 38.60 39.97 40.44 31.26 37.24 39.88 37.38 3242 
: ; See Utah 28.59 30.13 21.20 19.91 20.82 22.80 22.76 24.11 23.07. 23.11 
wratatennetaaiinme 24.08 25.84 24.79 28.90 27.50 28.45 26.76 2667 2687 2545 
administrative expenses. Virginia 33.29 35.06 38.81 37.74 37.09 38.03 38.19 38.24 39.02 37.28 
Amounts received in 1941 Washington 30.86 39.71 37.83 38.75 34.79 30.62 30.07 30.87 29.18 27.43 
aled $ West Virginia 32.01 33.10 21.93 1661 16.66 1857 21.99 22.74 23.66 21.69 
a Wisconsin 24.19 25.82 3047 26.20 24.28 23.85 23.61 26.16 24.76 23.32 
Twenty-five states and the Wyoming 35.59 42.29 41.48 51.23 36.19 37.77 3845 38.68 41.58 38.33 
District of Columbia require “oan 
license fees from distributors and dealers. In gen- the gasoline that is refined is used for automobiles.’ 


eral these states do not impose inspection fees, but 
Florida, Nebraska and North Dakota have both 
inspection fees and license fees. The yields of license 
fees in 1941 totaled $439,000. States having neither 
inspection fees nor license fees are Colorado, Ken- 
tucky, Maine, Maryland, Mississippi, New Hampshire, 
Ohio, Oregon, Pennsylvania, Texas and Vermont. 


Administration 


The gasoline tax is, relatively speaking, a simple and 
inexpensive tax to administer. A large percentage of 





® Alabama, Arkansas, Florida, Illinois, Indiana, Kansas, Louisi- 
ana, Minnesota, Missouri, Montana, Nebraska, Nevada, North Caro- 


lina, North Dakota, Oklahoma, South Carolina, South Dakota, 
Tennessee and Wisconsin. 





The wholesale distribution of gasoline is made through 

a relatively small number of companies and in most 

states a few distributors take the responsibility for 

collecting the tax. The commodity does not change 

form as it passes from refiner to consumer; therefore, 
(Continued on page 237) 





It has been estimated by the Public Road Administration of 
the Federal Works Agency that, in 1939, 92 per cent (19.598,244,000 
gallons) of the total gallonage used was for automobiles; % per 
cent for non-highway uses. Losses through evaporation amounted 
to 332,378,000 gallons. Almost 90 per cent of the total used was 
for private motor vehicles, 2.1 per cent for government use (federal, 
state and local highway use), 7.4 per cent for private non-highway 
use and .5 per cent for public non-highway use. (Analysis of 
Motor-Fuel usage in calendar year 1939.) In 1940, 854,008,000 gal- 
lons of the 24,167,190,000 gallons consumed were exempt from state 


taxes; of the 26,937,361 gallons used in 1941, 1,276,535 gallons were 
tax exempt, 
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BRITISH AND AMERICAN TAXES 


By H. ARNOLD STRANGMAN 


N THE long list of current controversial subjects 
must be included that old die-hard that the Brit- 
ish people pay higher taxes than Americans. No 

doubt the matter would die a natural death were it not 
resurrected from time to time for various reasons. 
Not so long ago, Mr. Henry Morgenthau, Jr., Secre- 
tary of the Treasury, upon his return from a trip to 
England, commented that the British people paid 
higher taxes than Americans, and in support of his 
statement, quoted figures compiled by the Treasury, 
as shown in the following Table—income taxes paid 
by a married person without dependents: 


United States: Great Britain: 
Federal Income Tax and Victory Income Tax, 


Tax, after post-war credit: and after 

New York State individual in- post-war 
come tax credit 

Income: Per Cent Per Cent 
$ 1,000 1.5 5.0 
1,200 1.8 8.7 
1,500 5.3 12.4 
2,000 9.4 18.9 
4,000 16.7 30.3 
6,000 20.5 34.1 
10,000 26.1 42.5 
100,000 69.4 83.8 
200,000 84.6 90.7 
300,000 89.1 92.9 
400,000 91.4 94.0 
500,000 92.8 94.8 
1,000,000 95.1 96.1 


In the brackets $1,000 to $1,200 the ratio is about 4 to 1; 
$1,500 to $4,000 about 2 to 1; from $10,000 upward the ratio 
diminishes rapidly in the high brackets; and at $1,000,000, the 
British tax is only one per cent higher. 

NOTE: The above Table and comments thereon, are taken from 
the December, 1942 letter of The National City Bank of 
New York. 

Bill Henry, in his column “By the Way” in the 
Los Angeles “Times” of December 23, 1942, had this 
to say on the matter: 

“TAXES— 

“Those folks are wrong again when they say the British 
have heavier taxes than Americans. Total 1943 taxes to be 
collected in the United States will equal $317 per capita: in 
Britain $184 per capita. Income taxes in Britain will be 
higher in most cases, but not all. We sock the wealthy harder 
than the British: they take more from the little fellow. In 
our country the Federal income tax is only a starter on the taxes, 
open and hidden, that we pay. People will stand almost any 
amount of taxation if they believe the tax money isn’t being 
wasted. No price is too great to pay for freedom!” 


The fact remains that whether we like it or not, 
and whether or not any good purpose is served by 
making comparisons (which is extremely doubtful), 


there are, very definitely, two schools of thought on 
the subject. 
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In an article on the British Income Tax which ap- 
peared in Taxes—The Tax Magazine, January, 1940, 
the author made the comment as regards comparisons 
of British and American income tax as follows: 


“Conditions existing in the two countries are, and for that 
matter have, for several years, been so widely divergent as to 
render any such comparisons of little or no real value.” 


This same condition holds good at the present time; 
in fact, as a result of the war, the divergent conditions 
are considerably accentuated. 


On the face of things, the shallow thinker can quite 
easily be excused his belief that the British pay more 
income tax than we do in the United States: he is 
frequently confronted with the fact that the British 
rate is 50 per cent, whereas our rate is only 19 per 
cent in the lower brackets. Unfortunately, it is not 
quite as simple as all that. If one insists upon making 
comparisons, other factors must be taken into con- 
sideration ; and one must stick to facts in such consid- 
eration—particularly of a controversial subject—in 
order that a clearer picture may come out the other 
end than would be the case if the issue were beclouded 
with a whole lot of visionary or, worse still, wishful 
thinking. 


Concept of “Taxable Income” 


In Great Britain and the United States the concept 
of what constitutes “taxable income” is by no means 
the same: this one factor alone does much to nullify 
any attempt to make comparisons between the two 
countries, at least insofar as the income tax is con- 
cerned. In Great Britain, capital gains and losses 
are disregarded for purposes of the income tax; but 
for several years, in the United States, capital gains 
have had to be included in taxable income, capital 
losses being allowed as deductions to a limited extent. 
Even after taking into consideration the more lenient 
provisions covering capital gains and losses under the 
Revenue Act of 1942, disparity still exists. 


In England, the man who owns the house in which 
he resides must pay income tax on the “rental value” 
of the property. Periodically, the authorities deter- 
mine the amount at which a property could be rented, 
and the owner (whether or not he lives in the prop- 
erty) has to pay income tax under Schedule “A,” 
“Property Tax” on such amount. We all know that, 
to date, this provision has not found its way into our 
tax laws, in the United States. In this country, in 
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fact, if a man invests $20,000 in a home which could be 
rented for $1200 a year, he does not have to pay income 
tax on the implied rental value of the property: he 
may even deduct from his gross income the amount 
of local taxes that he pays on it. Another man may 
invest his $20,000 in good stocks, and if he receives 
dividends in amount $1,200 from the investments, he 
must report same in his gross income and pay income 
tax thereon. 

In the United States, interest on State and local 
government securities is exempt from income tax, and 
interest on certain Federal issues is either wholly or 
partially exempt from income tax. In Great Britain, 
ALL interest is subject to income tax. 

While it does not strictly come under the heading 
“concept of taxable income,” it must not be overlooked 
that the filing of joint returns by husband and wife is 
mandatory in Great Britain; while in the United 
States, husband and wife may file separate returns: 
and in the so-called “community property” States, 
where only one spouse has income, separate returns 


may be filed, each spouse reporting one-half of the 
income. 


Dividends Not Twice Taxed 


British taxpayers, however, do get one break. Divi- 
dends, in Great Britain, are not subject to double tax- 
ation as they are in the United States, where the 
corporation pays income tax on its profits; and when 
it distributes these profits in the form of dividends to 
shareholders, they are again taxed as income of such 
shareholders. In England, while it is true that corpo- 
rations pay income tax on their profits, it is also a 
fact that when profits are distributed to shareholders 
a:, dividends, corporations are permitted to withhold 
from each and every dividend “warrant,” or check, 
income tax at the full standard rate prevailing at the 
time the dividend is paid. The amount thus withheld 
they are allowed to retain, thereby recouping them- 
selves for the tax paid on profits, at least to the extent 
of the amount of such profits distributed. A corpo- 
ration may even realize a profit on the deal. Suppose 
income tax on profits is paid in a year when the rate 
is 371% per cent, and a dividend is paid the following 
year when the rate of tax is 50 per cent: it is evident 
that a profit would be realized, as the amount of income 
tax withheld from dividend checks would be at the 
higher rate of tax. Of course, the reverse also holds 
true, and a loss would be sustained if the rate of tax 
should be lower in the year the dividend was paid than 
when the tax on profits was paid. This is quite a 
simple way to encourage corporations to distribute 
their profits: the incentive, in fact, is strong. Before 
leaving this matter, a few words concerning dividends 
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in the hands of shareholders would appear to be called 
for. Where income tax has been deducted from q 
dividend check, and it develops that the taxpayer is 
liable for a lesser amount of tax, or perhaps is not 
liable to tax at all, due to exemptions, such an indi- 
vidual may claim a refund, either by the excess of tax 
withheld from dividends over the amount of his actual 
tax liability, or for the full amount withheld in the 
event that he has no tax liability. 


Great. Britains Excess Profits 


The corporation “Excess Profits Tax” provides 
another factor of variance. In Great Britain, corpo- 
rations are subject to Excess Profits Tax of 100 per 
cent on net income in excess of “standard profit” 
based on average profits of certain years most advan- 
tageous to the taxpayer. Twenty per cent of the 
Excess Profits Tax is to be refunded after the war. 
American corporations pay Excess Profits Tax of 
90 per cent, with an over-all limit of tax payable 
of 80 per cent, and 10 per cent of the Excess Profits 
Tax is refundable after the war. Corporations in Great 
Britain are not subject to the Capital Stock Tax, and 
the related “Declared Excess Profits Tax” as are 
corporations in the United States. 

“Concept of taxable income” is not by any means 
the only difference in the income tax provisions. Rates 
of tax, personal exemptions, surtax provisions, etc. are 
among the items which differ. In England, although 
the credit for children is only $200 each up to sixteen 
years of age, as compared with a credit of $350 each 
up to eighteen years of age in the United States, it 
must not be forgotten that the credit in England con- 
tinues to be allowed for children over sixteen years 
of age who are attending school or college full time. 
In the United States, our treatment of this matter is 
not so well geared in its practical application to give 
relief to taxpayers at a time when they most need it. 
The average age for leaving High School is about 
eighteen : then, at the time when college expenses (and 
all that goes with it) begin, and the taxpayer must 
dig deeper into his pocket than heretofore, he is denied 
the concession of the children’s credit merely on the 
grounds that the child is eighteen, regardless of the 
fact that he or she is still dependent upon the parents 
for support and cost of education. 

Up to this point, only the income tax has been given 
consideration. In the United States, in addition te 
the Federal income tax, Victory tax, Social Security 
taxes, various excise taxes, use tax on automobiles, 
etc., thirty-four of the States and the District of Co- 
lumbia levy individual income taxes, and many States 
also have Sales taxes: also, there are local taxes on 
real and personal property which are based for the 
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Item United States Great Britain 
Income tax—normal rate. 2... 0... cece. 6 per cent 50 per cent 
Reduced rate on the first $660 of taxable income. None 374 per cent 
NE OCC ONE oss sais es An Das Excess of net income Excess of income 
Over personal ex- over $8,000 





emption and credit 
for dependents 


RNG ete NS eens heen sree ue Gare ee 13 to 82 per cent 10 to 47% per cent 
This table of Personal exemptions: 
SO LTE ee ee ER ee $ 500 $320 
comparison is based iiss cea cnniokew sane eer 1200 560 
on the British Credits: 
pound sterling Dependents: GOAN): nck os Sa wieings eiewiens $350 up to 18 years $200 up to 16 years 
being equal to four ; ilies “- 
Dependent relative (each)................... $350 $100 
American dollars Housekeeper allowance for widow or widower. None $200 
Earned meomie credit ® oc... cc eo heccnc nen: 10 per cent 10 per cent 
Maximum income on which allowed.......... $14,009 $6,009 


Deductions from Gross Income: 
Contributions 


Taxes 





*In England, the earned income credit is applicable ONLY to income which is actually earned, 


Siar ret ran, Limited to 15 per Not allowed except 


cent of net income in special cases 
LeeLee een Allowed Not allowed 
3s erat ates te Allowed Limited 





such as salaries, wages, etc. In the United States, the credit applies up to $300 (but not in excess 





most part on assessed or actual valuation. In Great 
Britain, direct taxes consist of the income tax, and 
local “rates,” based on the rental value of real property. 
Indirect taxes consist of “duty” on tobacco, tea, 
petrol, spirits, etc., and the comparatively recent “Pur- 
chase Tax.” 

In 1941/42 the British Government collected 90 per 
cent of total taxes; in the same year, in the United 
States, the Federal Government collected only 61 per 
cent of total taxes. These figures are particularly 
significant, indicating, as they do, the large amount of 
State and local taxes in the United States. 

A few words on the British Purchase Tax would 
seem to fit in here quite appropriately. This tax was 
first levied in 1940. It takes the form of a percentage 
on the price paid when the wholesaler sells to the 
retailer. It does not apply on merchandise for export. 
Luxuries such as cosmetics, fur coats, jewelry, cam- 
eras, etc. were subject to tax at 334% per cent from 
the inception of the tax until 1942, when the rate of 
tax was doubled to 6624 per cent. For other items, 
such as household china, kitchenware, books, period- 
icals, newspapers, etc. the rate is 16%4 per cent. 
Among the items which are exempt from the tax are 
food and drink, utilities, children’s clothing, adults’ 
“utility” clothing, items already subject to heavy duty 
such as tobacco, petrol, spirits, etc., also machinery of 
farmers and others engaged in the production of foods: 
and certain drugs which must be taken for long periods 


of 10 per cent of the net income) regardless of the source of the income. 





(often for life) such as insulin for diabetic patients. 
The receipts from the Purchase Tax are as follows: 


Million Million 

Year Pounds Dollars 
TOAO/41 (the Gest yeak) .... ...6 os sieccae so 26 : 104 
1941/42 (the second year) ............... 70 280 
WGAZ Aa COSUIMANE) ooo sino. b Sc edie bec ee 80 320 


The collections for the first year were lower than had 
been anticipated, largely due to the fact that there 
was some delay at the outset in getting the tax into 
operation ; and also the administrative and collection 
machinery took time to get organized. The higher 
collections anticipated for 1942/43 over 1941/42 take 
into consideration the increase in rate from 33% per 
cent to 66%4 per cent on luxuries. 

Two other factors, one more or less dependent upon 
the other, which lend a helping hand in creating dis- 
parity, are the scale of living and the exchange rate of 
four dollars to the pound sterling. One cannot simply 
ignore the difference in standards of income and liv- 
ing costs existing in the two countries; and in 
this connection it must be added that no comparison 
based on the “pegged” exchange rate of four dollars 
to the pound sterling can be considered as even re- 
motely accurate. The probability is that insofar as 
the standard of income and living costs are concerned, 
English income of one pound is equivalent of at least 
six dollars, or even eight dollars in some cases, in the 
United States. It has been estimated that, under nor- 
mal conditions, much the same standard of living is 
(Conciuded on page 219) 









































































































































































































































































































































































































































































































































































































































PENSION PLANS 





ANY employers consider it beneficial to 
themselves as well as to their employees to 
supplement the Federal Social Security 

program with pension or annuity plans of their own. 
These plans in general provide for payment of an- 
nuities to employees upon retirement at a certain age, 
usually 60 or 65 years. Under some plans, if the em- 
ployee dies before reaching the retirement age, death 
benefits are paid to his widow or estate. The funds 
out of which benefits are paid are usually provided by 
contributions of both employees and employers. 

Some large corporations have established substan- 
tial trust funds and the pension plan is operated by 
the trustees. Other firms use group insurance policies 
or individual insurance policies on each employee and 
make regular contributions to premiums; others use 
pension committees or personnel departments to ad- 
minister the plan. 

Some companies use a plan in which payments are 
made to a trust company under an agreement whereby 
the trust company pays the premiums on annuity 
policies or annuity and insurance policies combined. 
The policies, although issued to the individual em- 
ployees, are held by the trust company. Although 
such plans are often denominated trust agreements, 
they are not true trusts; and the trust company is 
merely acting as agent in making payment of pre- 
miums and as bailee in retaining custody of the 
policies. 

At present some companies are using a plan to assist 
employees in purchasing United States War Bonds. 
The company and the employee contribute an equal 
sum each month to a special fund to purchase bonds. 
The bonds are purchased in the name of the individual 
employee but are held by the employer in safekeeping 
and are not to be delivered to the employee or his 
representatives until he severs his connection with the 
company, or reaches a certain age, or until his death. 

In most plans the employer, of necessity, reserves 
the right to discontinue the plan, but expressly waives 
any right to withdraw or use for its own benefit any 
funds it has contributed. The plan must be for the 
benefit of the employee. 


However, the employer is entitled to insist upon a 
definite agreement that the employee himself will not 
thwart the purpose of the plan. For instance, if the 
pension scheme is based upon an insurance plan, the 


By JOHN wW. 


210 


FOR EMPLOYEES 


BEVERIDGE 








employee should agree that he will not assign the in- 
surance contract, or his rights thereunder, and that he 
will not borrow money upon it, or pledge it, or create 
any lien or charge against it. The insurance com- 
panies usually prefer that the insured retain the right 
to change the beneficiary ; but, if this right is used to 
the detriment of the employee’s family, the employer 
is usually in a position to use other sanctions. 

Most plans which are fair to the employee provide 
that upon termination of the employment the employee 
will receive at least the amount which the employee 
himself has contributed to the plan. His rights should 
be fixed by contract before his employment is termi- 
nated. If he has been paying part of the premiums 
upon an annuity or insurance policy, the policy should 
be issued in his name and should be in his possession 
from the date of issuance so that upon termination of 
employment he may continue the policy in force or 
surrender it to the insurance company for its cash 
surrender value. 

Generally speaking, the simpler plans are easier to 
administer and accomplish their purpose as effectively 
as more complicated plans. If a true trust is not 
actually established, there is no good reason for using 
a trust company. An employee or his beneficiary 
should not be required to look to a pension committee 
or a trust company to enforce his rights. The legal 
rights and obligations of the parties should be readily 
understandable, and easily enforced. 

All of these various plans raise certain federal tax 
questions. It is desirable to encourage and foster such 
pension schemes but not to permit their use to avoid 
tax. Well-established concepts of taxable income 
must not be ignored, and deductions should not be 
permitted unless clearly authorized by statute. 


The Definition of the Employees’ Trust 


One of the principal reasons for the amendments to 
the provisions on employees’ trusts was that such 
trusts were being used as devices for paying profits 
to shareholders and officers. This abuse should be 
stopped. At the same time, the act should have been 
rewritten in such a manner that those using simple 
pension plans for the exclusive benefit of a large group 
of employees would not be handicapped or restricted 
because other employers used pension plans for their 
own interests and not for the interests of their employees. 
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The act should be built around these fundamentals: 

(1) Any pension plan or fund or trust set up for 
the exclusive benefit of the employees is not a tax- 
able entity. 

(2) Contributions of employers made to such plans, 
funds, or trusts are deductible from the employers’ 
gross income and are not to be included in the em- 
ployees’ taxable income. 

The requirements of any plan should be: 

(a) that it be offered to a large group; 

(b) that it be for the exclusive benefit of the em- 

ployees ; 

(c) that it contain safeguards so that it is impossible 

to divert it to any other use or purpose; 

(d) that it is not a means of paying corporate earn- 

ings to stockholders; 

(e) that it is not used as a means of unduly in- 

fluencing and controlling employees. 

The act should state these fundamentals in clear 
direct language. 

At the present time there is an over-emphasis in the 
statutes on employees’ trusts. This throws the whole 
subject out of focus. The pension plan is the dominant 
idea, and the trust is only one way of carrying it out, 
and experience has shown that a trust is not too 
satisfactory. 

The 1942 act provides that a trust forming part of 
a stock bonus, pension or profit sharing plan is not 
taxable if : ? 

(1) The contributions are made to the trust by 
the employer or employees or both for the purpose 
of distributing to the employees, or their beneficiaries, 
the corpus and income of the fund accumulated by 
the trust in accordance with the plan; 

(2) The trust instrument makes it impossible for 
any part of the corpus or income to be used for or 
diverted to purposes other than for the exclusive 
benefit of the employees or their beneficiaries. 

(3) The trust is for at least 70% of all regular 
employees and does not favor employees who are 
officers, shareholders, or supervisors or highly com- 


If the trust or plan does not conform to these re- 
quirements, it is taxable. 


Employer’s Contributions Are Deductible From 
Employer’s Gross Income 


There are certain regulations and decisions which 
are not affected by the 1942 act. 


It is apparent that an employees’ trust or a plan to 
purchase annuity contracts must conform to the re- 
quirements of 165(a) to enjoy the benefits conferred 
by that section. However, the new act does not 


‘Internal Revenue Code Sec. 165(a). 
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deprive taxpayers of rights and benefits given them 
under other sections of the law and regulations.’ 


Generally speaking, any amounts which the em- 
ployer contributes to a pension plan are deductible 
from the gross income of the employer. There is no 
requirement that the payments be made to a pension 
trust or that the pension plan follow any particular 
form. The theory on which the deduction is allowed 
is that it is an amount paid for services.* 


If the pension plan is based upon an insurance scheme 
or annuity contracts, there is no requirement that the 
premiums be paid to a trustee nor is there any require- 
ment that the insurance be group insurance to permit 
the employer to deduct his contributions to premiums. 
The deduction can be made if the employee names 
the beneficiary and if the amount contributed is an 
ordinary and necessary business expense. However, 
if a taxpayer pays premiums on an insurance policy 
on the life of an officer or employee, and the taxpayer 
itself is beneficiary of the policy directly or indirectly, 
the premiums so paid are not deductible from the tax- 
payer’s gross income.‘ 

Of course, there is no reason for permitting an em- 
ployee to deduct from his gross income any sum which 
he contributes to the pension plan no matter what the 
form of his contribution and no matter what the type 
of plan used. If the pension plan is based on insur- 
ance policies, the premiums the employee pays can- 
not be deducted from his gross income.° 

The 1942 act provides that the amounts paid by the 
employer under a pension plan are deductible from 
the employer’s gross income in the following cases: ° 

(1) If the contributions are paid into a pension 
trust which qualifies under section 165(a) and do 
not exceed 5% of the compensation otherwise paid or 
accrued to all the employees under the trust. An 
increase in the amount paid may be allowed subject 
to certain restrictions. 

(2) If the contributions are paid toward the pur- 
chase of retirement annuities and such purchase is 
a part of a plan which meets the requirements of 
165(a) 3, 4, 5 and 6. 

(3) If the contributions are paid into a stock- 
bonus or profit sharing trust which meets the re- 
quirements of 165(a) and the contributions do not 
2See article by Robert C. Brown on “Regulations, Reenactment 

and the Revenue Acts,’’ 54 Harvard Law Review, page 377; and also 
article by Erwin N. Griswold “A Summary of the Regulations Prob- 
lem,” 54 Harvard Law Review, page 398. 

3 See Regulations 103, Section 19.23(a) 6-9, and Paul and Mertens 
“Law of Federal Income Taxation,” Section 23.136. 

* Regulations 103, Section 19.24-3. C. B. 3, p. 192 provides: ‘‘The 
rule as to the deductibility of premiums paid on insurance carried 
by a corporation upon the lives of its officers or employees, where 
the corporation is itself the beneficiary, is not altered by the form 
of the policy taken out. Consequently, premiums paid on term 
insurance policies as well as on life and endowment policies under 
the conditions stated are not deductible in computing the net income 
of the corporation subject to tax.”’ 


5 Regulations 103, Section 19.24-1. 
& Internal Revenue Code Sec. 23(p)(1). 
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exceed 15% of the compensation paid or accrued to 
all employees under the stock-bonus or profit shar- 
ing plan. 

(4) If the contributions are made to a plan not 
specifically mentioned in 23(p)(1)(A), (B) or (C), 
if the employees’ rights to the employer’s contribu- 
tion are nonforfeitable at the time the contribution 
is paid. 

The employer can deduct from his gross income 
amounts which he pays to a trust toward the pur- 
chase of annuities, into a stock-bonus or profit-sharing 
trust, or to any plan giving the employee nonforfeitable 
rights to the employer’s contribution, or any method 
of deferring the receipt of compensation.’ 


If the plan or trust is not specified under 165(a) but 
if the contributions of the employer are ordinary and 
necessary business expense, the employer can take the 
deduction under 23(a).® 

It seems clear that contributions of an employer 
to purchase insurance policies are deductible under 
23(p)(1)(d) and the last sentence of the entire para- 
graph. The purchase of insurance policies is cer- 
tainly “a similar plan for deferring the receipt of 
compensation”; and the employer is clearly entitled 


to deduct from his gross income the amount he 
contributes. 


The meaning of the first sentence in 23(p)(1) is 
obscure, but apparently it means that the contribu- 
tions of the employer must meet the requirements of 
23(a), that is, they must be ordinary and necessary 
business expense, and also they are subject to the 
limitations of 23(p)(1); however, the deductions, if 
they conform to the requirements of 23(p) (1), are to 
be made under 23(p)(1) and not under 23(a). 


Employer’s Contributions Are Not Included 
In Taxable Income of the Employee 


A. Insurance and Annuity Contracts. 


Generally speaking, payments made by an employer 
to a pension plan are not to be included in the taxable 
income of the employee. 


It is clear that where an employer makes payments 
to a pension fund and the employee does not have the 
right to receive in cash his share of the employer's 
contributions to the fund instead of participating in 
the plan, such payments are not part of the taxable 
income of the employee. He has not received any 
income actually or constructively.® 


In Conimissioner v. Bonwit,’® a corporation had in- 
sured the life of its president ; the beneficiary was his 


7 Internal Revenue Code Sec. 23(p)(1) last sentence. Note the 
breadth of this last sentence referring to any method or similar 
plan of deferring the receipt of compensation. 

® Regulations 103, Section 19.23(a)-9. 

°C, B. XIV-1, p. 49 and p. 50. 








Tax Magazine April, 1943 
wife; he had not filed the application for the insur- 
ance, and the premiums were paid by the corporation, 
It was held that the premiums which the corporation 
paid were additional compensation and were properly 
included in his taxable income. 

Premiums paid by an employer on annuity con- 
tracts without any insurance coverage are not to be 
included in the taxable income of the employee even 
where there is no trust or where the trust does not 
comply with all requirements of Section 165." 

In the case of Raymond J. Moore,'? a trust was used 
which qualified under Section 165 and the trustee 
bought combined annuity and insurance policies. It 
was held that the amount contributed by the employer 
to pay premiums on the annuity portion of the policies 
is not taxable income to the employees, but the amount 
contributed by the employer through the trustee to 
the purchase of the life insurance feature of the policies 
must be included in the taxable income of the em- 
ployees. It is to be noted that the pension plan was 
open only to about ten persons, all of them stock- 


holders and officers or holding important positions in 
the corporation. 


The amounts contributed by an employer to a trust 
which conforms to 165(a) are not included in the tax- 
able income of the employee. This is true whether 
the employee’s interest in the trust is forfeitable or 
non-forfeitable. If the trust does not conform to 
165(a) and the employee has a non-forfeitable interest 
in the contributions made by the employer to the 
trust, at the time the contributions are made, then 


such contributions are to be included in the employee’s 
taxable income. 


Contributions of the employer to purchase annuity 
contracts under plans which conform to 165(a) are not 
to be included in the taxable income of the employee. 
In other words, if the contributions of the employer 
to purchase annuities are deductible from the em- 
ployer’s gross income under 23(p)(1)(B), then the 
employee does not have to include the employer’s con- 
tributions in his taxable income. 


If the plan for purchasing annuity contracts does 
not conform to the requirements of 165(a) and the 
employee’s rights under the annuity contract are non- 
forfeitable except for failure to pay future premiums, 
the amount contributed by the employer for such 
annuity contracts shall be included in the taxable in- 


[37-1 ustc § 9104] 87 Fed. (2d) 764; See also Yuengling v. Com- 
missioner, [4 ustc { 1257] 69 Fed, (2d) 971; In W. F. Parker, 38 
B. T. A. 989 [CCH Dec. 10,477], a trust was used which conformed 
to Section 165, but the contributions of the corporation were used 
to pay premiums on life insurance on the life of the principal stock- 
holder of the corporation and it was held that the amount of the 
premiums so used is taxable income to the person insured. See also 
C. B. 1939-1, page 196. 

1 C, B, 1940-1, p. 62. 


1245 B. T. A., 1073 [CCH Dec. 12,218]. 
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come of the employee in the year in which the amount 
was paid. 

If the pension plan uses a combined annuity and 
insurance policy and is offered to a large group so 
that the plan conforms to all requirements of 165(a), 
there is no reason for applying different rules to the 
annuity and insurance features of the plan. The em- 
ployee should not include in his taxable income either 
the employer’s contribution to the premium going to 
purchase the annuity feature or the insurance feature 
of the contract. The plan conforms to 165(a), and the 
insurance feature is merely an incident of the basic 
pension or annuity plan; furthermore, the insur- 
ance feature is covered by the old rulings on group 
insurance.’* 

Similarly, a plan under which an employer pays 
part of the cost of United States War Bonds and holds 
the bonds for the employee’s future benefit, may 
qualify under 165(a) ; and, if it does qualify, the em- 
ployee, under Section 22(b)(2)(B), does not have to 
include in his taxable income the employer’s con- 
tribution. In addition to the specific exemptions given 
in the statutes, there is another cogent reason why the 
employee should not be required to include the em- 
ployer’s contribution to the annuity and insurance 
policies or bonds in his taxable income. The em- 
ployee has not actually or constructively received com- 
pensation in the year in which the employer makes 
the contribution to the payment of premiums or the 
purchase of bonds." 


B. Group Insurance. 


The regulations provide that premiums paid by an 
employer on policies of group life insurance covering 
the lives of his employees, the beneficiaries of which 
are designated by the employees, are not income to 
the employees.'® Group insurance, as ordinarily un- 
derstood by insurance men, is the insuring of a large 
group of people under one master policy with the 
issuance of certificates to the individual members of 
the group. However, a few correct legal decisions 
can be made on the basis of a definition. We must 
look to the reasons given in the rulings of the Bureau 
for not taxing the employer’s contributions to pay- 
ment of premiums for group insurance. If the same 
reasons exist in any plan of insurance which covers 
a large group of people, the decision on the income 


en 


Ney There have been three recent decisions by the Tax Court of the 
United States involving annuity contracts, See Richard R. Deupree, 
Volume 1, Tax Court, page 113 [CCH Dec. 12,888]; Renton K. 
Brodie, Volume 1, Tax Court, page 275 [CCH Dec. 12,907]; Phillips 
H. Lord, Volume 1, Tax Court, page 286 [CCH Dec. 12,909]. These 
cases, of course, do not involve the 1942 Revenue Act; however, they 
contain a valuable review of the problems presented when combined 
annuity and insurance contracts are used, and they indicate the 
necessity for the issuance of comprehensive and clear regulations 
based upon the 1942 Act. 


* An early ruling on pension bonds issued by an insurance com- 
pany appears in C. B. II-2, page 70. 
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tax question should not be governed by whether or 
not some technical definition of group insurance is 
applicable. 

The difference between a plan open to a large group 
but using individual policies and a group plan using 
one master policy is merely formal and there is no 
reason why the two plans should not be placed in the 
same category for tax purposes. 


If we consider the question from the viewpoint of 


‘insurance law alone, the distinctions which exist be- 


tween a group plan in which there is a master policy 
and individual certificates and a group plan in which 
a policy is issued to each individual are of slight 
importance. 


If there is only one policy, there are many decisions 
which hold that the contract is embodied not in the 
master policy alone, but that the applications and in- 
dividual certificates issued to each employee must all 
be considered in fixing legal rights under the contract. 


The master policy and the certificates issued to each 
employee constitute one indivisible contract. The In- 
surance Law of 1939, State of New York, Section 
161(b) in substance adopts that view in specifying 
the standard provisions of group insurance policies 
and certificates. 


Under an ordinary group plan, with one master 
policy, the employee or his beneficiary can ordinarily 
sue the insurance company in his own name and the 
employer need not be made a party to the suit.’® 


The rights of the parties are substantially the same 
whether there is one policy or a hundred policies. 
The important thing from the viewpoint of the tax 
law is that the pension plan is offered to a group, not 
that only one policy is used. 

Group policies are not such good investments as 
separate policies for each individual. And the legal 
rights of the parties under group policies are not so 
clearly defined and easily enforced as rights under 
separate policies. A pension plan giving each em- 
ployee a separate annuity policy or a separate com- 
bined annuity and insurance policy is a better plan 
for the employee. 

Our conclusion is that amounts which an employer 
contributes to a true pension plan open to a large 
group of employees, whether the contributions are to 
a fund or to the payment of premiums on annuity or 
insurance policies, are not to be included in the tax- 
able income of the employee for the reason that the 
employee does not actually or constructively receive 
such amounts in the year in which such payments 
are made. 

The 1942 Act does not specifically refer to group 
insurance. The Regulations should clarify the posi- 


1% Regulations 103, Section 19.22(a)-3. 
16 Williston on Contracts, Second Ed., Section 369, 
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tion of group insurance and place a group plan using 
individual policies on the same basis as a group plan 
using a single master policy. 








Payments Arc Income When Received 


If an annuity contract is purchased under a plan 
which conforms to 165(a), (3), (4); (5) and (6), when 
payments are received by a retired employee, he must 
inciude such payments in his income for the year re- 
ceived.*7 If he paid part of the premiums, until he 
receives back the amount he paid, he reports only 3% 
of the aggregate premiums paid.’® 





















































If the plan of purchasing annuity contracts does 
not conform to 165(a), (3), (4), (5) and (6) and the 
employee has paid a tax on the employer’s contribu- 
tions to premiums, then the premiums paid by the 
employee and employer shall be received before the 
benefits received become taxable. 


The law provides that when a trust which conforms 
to 165(a) begins to distribute funds to an employee 
who has retired, the amount distributed is taxable in 
the year received as if it were an annuity, the con- 
sideration for which is the amount contributed by the 
employee.’® It is necessary to consult 22(b) (2) which 
relates to taxation of annuities in order to find the 


applicable rules on taxation of distributions by a 
pension trust. 




























































































Surrender of an Annuity Contract 








Gain or loss resulting from the surrender of an 
annuity contract is an ordinary gain or loss; it is not 
a gain or loss from the sale or exchange of a capital 


asset. It is a gain or loss resulting from the perform- 
ance of a contract.” 



































The rule is the same even though the policy does 
not have a stipulated cash surrender value.*' 








If a taxpayer has received payments under an annuity 
contract and then surrenders it, his loss is measured 
by the difference between the original cost of the 
annuity and the sum of the cash received upon sur- 
render plus the payments previously received.” 

In William J. R. Ginn,* the Board of Tax Appeals 
held that contributions to a pension fund by persons 
other than employer or employee are taxable income 


to the employee upon surrender of his pension for a 
single cash payment. 



























































The earned income credit is allowable as to con- 
tributions made by the employer to the fund and the 
earnings of the fund for these are in the nature of 




















1 Internal Revenue Code Sec. 22(b)(2)(B). 

18 Internal Revenue Code Sec. 22(b)(2)(A). 

1% Internal Revenue Code Sec. 165(b). 

2 George A. Hellman, 33 B. T. A. 901 [CCH Dec. 9200]; Bodine v. 
Commissioner, 103 Fed. (2d) 982 [39-1 ustc J 9450]. 

*t Ralph Perkins, 41 B. T. A. 1225, at 1228 [CCH Dec. 11,112]. 

2 C,. B. 1942-31-11163 I. T. 3567. 

2347 B, T. A. 41 [CCH Dec. 12,546]. 
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compensation; but as to earnings and accretions 
attributable to the employee’s own contributions, the 
earned income credit is not allowed. 

In Title Guarantee & Trust Company® the conten- 
tion was unsuccessfully made that section 22(b) of 
the Revenue Act of 1934 is unconstitutional because 
it arbitrarily fixes as income and imposes a tax upon 
3% of the total cost of purchasing the annuity. The 
Board held that the act “merely gave legislative 
sanction to a.rule frequently applied in tax cases, i. e., 
that an amount received may be, and frequently is, in 
part a return of capital and in part gain, in which event 
only the part which is gainistaxable. . . . Although 
the 3% specified in the act may not be the exact 
amount which will, in every instance, be realized as 
income, it is no doubt as close an approximation as 
can be made.” 

In Raymond v. Commissioner,”* a similar contention 
was rejected, and the court pointed out that the tax- 
payer did not present evidence to show that the annuity 
did not earn 3% so that capital was being returned to 
the taxpayer and was being taxed. 


Summary of New Provisions 


The law states that a trust for the exclusive benefit of 

employees is not taxable if it meets these requirements: 

(a) It must be for the exclusive benefit of the 
employees or their beneficiaries. 

(b) The trust instrument must make it impos- 
sible to divert the corpus or income to any other 
purpose. 

(c) The trust must be part of a plan to benefit at 
least 70% of the employees, and the plan must not 
discriminate in favor of officers, shareholders or 
highly compensated employees. 

The employer can deduct from his gross income his 
contributions to: 

(a) A pension trust which conforms to 165(a). 

(b) A plan to purchase retirement annuities, which 
plan conforms to 165(a). 

(c) A stock-bonus or profit-sharing trust which 
conforms to 165(a). 

(d) A plan, not included in the above, deferring 
the receipt of compensation if the employee’s rights 
to the employer’s contribution are nonforfeitable 
at the time the contribution is paid. 

The employee does not have to include in his tax- 
able income the amount which his employer contributes: 

(1) Toa trust which conforms to 165(a). 

(2) To annuity contracts purchased under plans 
which conform to 165(a). 

(Continued on page 238) 


*C, B. IV-1, p. 14 and C. B. VI-2, p. 28. 


%40 B. T. A. 475, at 479 [CCH Dec. 10,802]. See also F. 4 Gil- 
lespie, 38 B. T. A. 673 [CCH Dec, 10,443]. 
26 [40-2 ustc J 9540] 114 Fed. (2d) 140. 
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TALKING SiOP 


The Shoptalkers 


“Judging by what it says here in the morning 
paper,” opened the Kid, “we did all right last year. 
National income of 132% billions! Zowie, that’s 
ringin’ them up!” 

“Yes, sir, boy, it takes some going to keep up with 
us when we get steam up,” agreed Dash. “From the 
headlines you’d sometimes think we did nothing ex- 
cept getting ourselves tangled in red tape. But 
there’s the proof of the pudding. 132¥ billions! And 
no headline, either.” 

“Yep,” snapped Philo, “two per cent of our doings 
get all the headlines, but it’s the other ninety-eight per 
cent that really counts. You can bet on that!” 

“Say, how do they tally it up, anyway?” asked the 
Kid. “Just how do they arrive at a figure?” 

“Elementary, my dear Watson,” replied Oldtimer. 
“It’s the sum total of everyone’s income, that’s all.” 

“Are you sure about that?” from the Kid. 

“Maybe it is all ‘taxable income’,” suggested Dash. 

“Well, frankly, I never had much occasion to fool 
with the matter, so I am just trying to reason it out,” 
retorted Oldtimer. “Yes, the sum of all ‘taxable in- 
come’ sounds pretty good; that’s about it.” 

“How about the income of all people who don’t have 
to pay income taxes or even file returns ?” inquired the 
Kid. “How would you count that?” 

“Who, for instance?” asked Oldtimer. 

“Oh, all right, but that’s now,” the Kid pointed out. 
“To make it easier, go back about ten years; we had 
national income then too, but with higher exemptions 
most income earners didn’t even have to file. Where 
did the data come from ?” 


“O. K., you got me now,” conceded Oldtimer. 


“Look,” began Philo, “why-isn’t this as good a 
definition of ‘national income’ as any: the value of 
what we take out of natural resources in one year, 
for use; all the stuff we drag out of the ground, the 
soil.” 

“You mean ground-hogs and radishes and sand- 
worms?” quipped the Kid. 

“Oils and metals and minerals and farm and forest 
products and coal,” recited Philo. ‘Natural resources.” 

“And how would you put a value on it all, so as to 
measure it in so many dollars of ‘national income’ ?” 
queried the Kid. 

“Wages,” suggested Oldtimer. “I begin to see it 
now. It’s wages that add money value to natural re- 
sources, from the time the hunk of ore is taken out of 
the ground until it winds up as a screwdriver in 
Macy’s ‘basement.” 

“Ergo, ‘national income’ is the grand total of all 
wages paid,” summarized Dash. 

“No, I won’t subscribe to that,” hesitated Oldtimer. 
“Rather, it is the money value of all goods, accumu- 
lated and measured by wages.” 

“But it takes more than labor to produce goods,” 
observed Philo. “You have to have tools and plants 
and transport facilities—and to have them you need 
capital ; you can’t ignore the cost of capital.” 

“Agreed,” said Oldtimer. “With wages I mean 
wages of labor and wages of capital—dividends and 
interest.” 

“And that’s how you measure ‘national income,’ 
then,” concluded the Kid questioningly. “Wages, 
dividends and interest ?” 


“That yardstick should account for most of it,” an- 
swered Oldtimer. 
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“What about undistributed profits?” persisted the 
Kid. “Didn’t they arise in the process of producing 
goods, and aren’t they really withheld wages of either 
capital or labor, or both?” 

“Yes,” observed Philo, “theoretically they could 
have been paid out, of course; they were available for 
that purpose. It might not have been prudent .. .” 

“T don’t think we can ignore them,” pondered Old- 
timer. “They exist, and never mind in whose hands 
they happen to be.” 


“And undistributed profits, then, are really a form 
of wages, too, and should count as part of the ‘national 
income’,” proclaimed the Kid. 


“Tt would seem so,” said Oldtimer, and Philo nodded 
consent. 


“T’ll divvil you with another one,” challenged the 
Kid. “John Q. gets X dollars in wages. With part 
of it he pays the rent—income to the landlord. He 
pays the grocer—income to the grocer. He pays the 
dentist—income to the dentist. Sooner or later 69 
people, or 690 maybe, will have had income out of 
John Q’s X dollars.” 

“It’s a Ponsi scheme,” exclaimed Dash. 


“Now, wait a minute,” cautioned Oldtimer. “You 
are confusing the money value of services rendered 
with dollar bills changing hands. Sure, you add the 
income of the landlord and the grocer and the dentist 
to John Q’s income. Each rendered services of value, 
and that’s what is part of the ‘national income’. Whose 
dollar bills passed through how many hands— 
irrelevant.” 


“Are groceries ‘services’ ?” inquired Dash. 

“Well, they don’t grow on the shelves,” retorted 
Oldtimer. “It has taken services all the way from the 
truck farm, through the cannery, through the whole- 
salers, to the shelves, to get them available to you 
and John Q.” 

“All right,” said Dash. 
taxes fit into this picture ?” 


“Now, tell me, where do 


“They come out of this picture,” replied Oldtimer. 
“Taxes are the means for segregating part of the ‘na- 
tional income’ to meet the cost of Government, which 
makes up our biggest group of service occupations.” 

“And are the ‘wages’ of Government employees and 
all service occupations—barbers and lawyers and 
nurses and taxperts—part of ‘national income’, too?” 


asked Dash. 

“Certainly,” assured Oldtimer. “For these pur- 
poses you can label ‘primary occupations’ all work 
directly concerned with natural resources and their 
processing .. .” 


“Miners, and farmers and lumberjacks and fisher- 
men,” ventured the Kid. 
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“Yes,” continued Oldtimer, “and service occupa- 
tions are all others—the men in back of the men who 
do the real doings.” 


“And anyone in a service occupation, then, is really 
only running errands and doing specialized chores for 
the people in the primary occupations,” summarized 
Dash. 

“For practical purposes you can put it that way,” 
admitted Oldtimer. “It saves the time of the miner, 
that he doesn’t have to cut his own hair; so he has 
more time to produce coal, which adds to the national 
income; and he shares his proceeds with the barber, 
And so the barber’s compensation for services is also 
part of the ‘national income’, even though he might 
not ‘produce’ in the ordinary sense of the word.” 


“Well, I am going to share my barber right now 

I mean barb my shears I mean give 

him the national income I AM GONNA GET 

A HAIRCUT,” screamed the Kid. “Or should I tear 

it out, thereby saving the price of a haircut, thereby 

cutting down the national income, thereby . . . aw 
nuts, I’ll see you later!” 


Holidays in the United States 

Friday, April 2, Arizona (counties of Apache, Coco- 
nino, Mohave, Navajo and Yavapai) (Arbor Day). 

Monday, April 5, Michigan (General Election). 

Monday, April 12, North Carolina (Halifax Inde- 
pendence Resolution, observed by some banks). 

Tuesday, April 13, Alabama, Virginia (Jefferson’s 

sirthday). 

Monday, April 19, Maine, Massachusetts (Patriots’ 
Day). 

Wednesday, April 21, Texas (San Jacinto Day). 

Thursday, April 22, Nebraska (Holy Thursday). 

Friday, April 23, Connecticut, Delaware, Florida, 
Illinois, Indiana, Louisiana, Maryland, Minnesota, 
New Jersey, North Dakota, Pennsylvania, South Caro- 
lina (observed in Charleston County), Tennessee 
(Good Friday). 

Monday, April 26, Alabama, Florida, Georgia, Mis- 
sissippi (Memorial Day), North Carolina (some banks 
may remain open) (Easter Monday). (Guaranty 
Trust Company of New York.) 







April Cover Picture 

Wiley B. Rutledge, formerly Dean of 
the College of Law of the University of 
Iowa, has been confirmed by the Senate 
in his appointment to the Supreme Court 
as Associate Justice. Justice Rutledge 
has also been the Associate Justice of the 
U. S. Court of Appeals at Washington. 
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Cases 

Looking through 43-1 ustc. 

Depreciation allowed or allowable tax bene- 
fits received those are factors covered in the 
CCA case at 9290. Held: no retroactive base adjust- 
ment for excessive depreciation of earlier years. 

Once again the Commissioner determines “reason- 
able salaries,” the taxpayers failing to prove error— 
and the results seem reasonable. At 9292. 

On the facts in the case at 9297 the petitioner was 
found to be a personal holding company, but had not 
fled form 1120 H. However, form 1120 had been 
filed. No penalty, said CCA-9, for using the wrong 
Before the BTA the Commissioner had held 
that wrong form was tantamount to no return and 
Board agreed. Now reversed. 


form. 


If you take over property on which prospectors or 
miners have been at work at some previous time, 
leaving dumps of rocks and ore that they have been 
combing through, and you start rummaging in the piles 
hoping to find some more nuggets—well, you aren’t 
mining or working “natural deposits” so—no deple- 
tion. See case at 9298. 

C. P. A. Company is the petitioner in the case at 
9314—but don’t bother to look it up. Just take our 
word for it. 

At 9319 Helvering v. Griffiths 
upholds Eisner v. Macomber on 
stock dividends not being in- 
No tax. Long, meaty 
case well worth reading. 


come. 


An invested capital case 
under the excess profits tax 
law of the last war, at 1476 
ustc, Vol. 5, deals with the 
question of a corporation tak- 
ing over tangible assets from a 
predecessor at substantially 
less than book values. But the 
difference was O. K. as “paid-in 
surplus.” It might have been 
lost in the reorganization proc- 
ess that was involved, but it 
wasn’t lost for base purposes 
under the then excess profits 
Statutes. 


At the Bar of the Tax Court 


The Tax Court, under new 
Provisions in the 1942 Revenue 
Act, has decided to admit be- 
fore it all persons registered 
before January 1, 1943, new 


“Tf I made any mistakes, ; 
will I be sent to the Big House?” 


Copyrighted. Reprinted by permission of The New Yorker 
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applicants to pass a written and perhaps also an oral 
examination, except specified attorneys-at-law. 
Thus, CPA’s not registered before that date have an 
exam in store for themselves, the scope and nature of 
which hasn’t been determined as yet. 


* *K 


Shear the Black Sheep 

No, that isn’t a WPB order to meet a threatened 
wool shortage! 

It’s the title of the latest mystery yarn by David 
Dodge, San Francisco CPA and author of DEATH AND 
Taxes. And now, if you miss it, don’t blame us. And 
say, was that black sheep a wolf? Wait till you see! 

a 


Mr. Morgenthau’s Book 


It is understood that Secretary of the Treasury 
Morgenthau contemplates writing a book on the 
national income from the standpoint of the Treasury. 
Naturally he’ll name it “To Have and to Withhold.” 
—The Norfolk Ledger-Dispatch, March 6, 1943. 










Save ... and Save America with 


U. S. Savings Bonds and Stamps 
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Taxation of Insurance Companies 

(Continued from page 201) 
against net income for the net interest yield on the 
bonds for the taxable year. Thus, with respect to 
wholly tax-exempt bonds for example, the basis will 
have to be adjusted by reason of amortization irre- 
spective of the fact that no deduction from gross 
income is available. As to partially tax-exempt bonds, 
the full amount of amortization should be taken as a 
deduction, but the credit against income provided in 
Section 26(a) will have to be reduced correspond- 
ingly as well as the basis of the bond. 

The broadening of Section 23(q) relating to the 
deduction of charitable contributions by corporations, 
to include contributions or gifts made to or for the use 
of the United States, any state, etc., for exclusively 
public purposes should tend to increase contributions 
from corporations, including insurance companies, to 
the various military service organizations. The for- 
mer limitation with respect to use within the United 
States has also been deleted for the duration. Also, 
of considerable interest to insurance companies is the 
new provision which broadens the scope of the foreign 
tax credit. In addition to allowing the taxpayer an 
option as to taking a credit or a deduction for foreign 
taxes paid and to change the option made at any time 
within the statutory period for filing a claim for refund 
or credit, the new law permits a credit or deduction 
for foreign taxes in the nature of or in lieu of the 
income tax. Thus, taxes paid to foreign countries 
based on gross sales, premiums, etc., would now appear 
to be available as credits or deductions. 

Of great importance to insurance companies is the 
new legislation constituting adoption of the so-called 
tax-benefit rule which was first promulgated by the 
Tax Court. Under this new statutory provision, re- 
coveries of bad debts, taxes and delinquent amounts 
previously taken as deductions would be included in 
taxable income only if and to the extent a tax-benefit 
was derived from the prior charge-off and deduction. 
This means that if in a prior year the taxpayer had a 
loss without regard to a bad debt deduction, subse- 
quent recovery on such bad debt would be excluded 
from taxable income because no tax-benefit was derived 
from the prior deduction. If, however, the prior de- 
duction gave rise to a tax-benefit, the subsequent 
recovery would be taxable up to but not in excess of 
the tax-benefit. In this connection, it should be kept 
in mind that a tax-benefit may also result by reason 
of the net operating loss deduction. It should also be 
observed that the new provisions relating to recov- 
eries of bad debts, etc., are inapplicable to a taxpayer 
using the reserve method of deducting bad debts, since 
in such a case the recoveries are not included in income 
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as such but are credited to and decrease the amount of 
the addition to the reserve for bad debts. 

The requirement under prior law, that corporations 
establish unsound financial condition as a condition 
precedent to claiming exemptions from tax on income 
arising out of the discharge of indebtedness, has been 
removed by the new 1942 Act. Also, the new law ex- 
tends the exemption for three years until December 
31, 1945; and the requirement that the indebtedness 


must have been in existence on June 1, 1939 was 
abolished. 


The new law also permits an insurance company 
taxable under Section 204 to file a consolidated return 
as an affiliated group. However, if it does so, it must 
also file a consolidated Excess Profits Tax return and 
pay the 2% additional tax provided for in the Code. 
To qualify as an affiliated group, the common parent 
must be an “includible corporation” (not a foreign 
corporation) owning at least 95% of the stock in one 
of the other companies and in which 95% of each of 
the other companies’ stock must be owned by one or 
more “includible corporations”. 


Last but not least, the computation of invested 
capital for purposes of the Excess Profits Tax and 
the relationship thereto of the reserves of an insurance 
company, is clarified by the new law. The new law 
provides that reserves shall not be included in equity 
invested capital but shall be treated as borrowed in- 
vested capital. Thus, the new law provides “ * 
in the case of an insurance company the mean of the 
pro rata unearned premiums at the beginning and 
end of the taxable year” shall be included in borrowed 
invested capital. In other words, 50% of the mean of 
the “unearned premiums” may be used in computing 
invested capital. It is interesting that the Committee 
report states in this connection that, “The treatment 
of insurance reserves as borrowed capital in Section 
205 is for the purpose of determining invested capital 
and does not mean that your committee regards these 
funds as in. fact borrowed from the policyholders or 
believes that the policy contracts are in fact evidences 
of indebtedness”. Although in the computation of 
both equity and borrowed invested capital, the Code 
requires a computation on a daily basis, with respect 
to unearned premiums as borrowed capital no such 
“daily basis” computation is required since the law 
merely requires the use of the mean of the pro rata 
unearned premiums at the beginning and end of the 
year. 


In conclusion, although the new Corporation provi- 
sions of the Act are lengthy and extremely compli- 
cated, they are well drafted and a step in the right 
direction from a revenue producing as well as an 
administrative standpoint. 
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British and American Taxes 
(Continued from page 209) 

achieved in Great Britain with a wage 50 per cent to 

60 per cent lower than the American wage. A family 

in England having a yearly income of £600, or $2400, 

would, even in wartime, be relatively as well off as an 

American family with a yearly income of about $3600. 

Prior to the outbreak of war in Europe in 1939, a 
fairly average rate of pay for a street conductor in 
the United States was around $30 to $35 per week. In 
England, this work was compensated for at about 
£3 to£4 per week, or $12 to $16. At the present time, 
the author has a friend in England who earns £5 per 
week, or $20 doing welding work. We all know that 
this type of work in the United States is compensated 
for at a much higher rate, in fact, anywhere from $50 
per week and up. 

In conclusion, two somewhat exaggerated (but 
NOT impossible) examples are presented for consid- 
eration by the “comparison hounds.” As will be 
noted, they relate only to the income tax. 


Example 1 


X lives in the United States. He had no income in 1942 
other than $10,000 profits realized on stock market transac- 
tions. All the deals were “short term.” He had deductions of 
$2,000. He is a single man. 


CTE COPE CE Ae eA RO Te $10,000 


DOSS —— PCG CHIONS nooo 6 giden ko cow nid ogi See Sages 2,000 

PU NII 55,60: oro chinc 1S, oho at fniwinis teens Bein Oe 8,000 

Credits—Personal exemption ....................... 500 
Surtax net income........ ae Prete ghee ae 7,500 

Barne@d ImcOmie CEG |... .5 6 ccc cree tac tasees 300 
plostisal tax net MGOME. ..... 2.006600 edtaca sues $7,200 

ne binge wae fais banned ee 

Normal tax ....... PCE ee 432 





LGtal tax hatiity ..o.. <a. ietieén ee 


If X lived in England, he would not be subject to any tax, 
as capital gains are not regarded as income in Great Britain. 





Example 2 


Y lives in England. He has no income other than £1,000 
interest from government bonds. He is single. 


pA MMIII, oso e  oh o vhs nS a Ee ad £1,000 








Lese—-FOrSOnel CHOMIREION -. . ©. . 65 os in cen icceeess 320 
680 
Earned income credit: 
As all income derived from bond interest, it is 
PRMUMNNONERDS ioe cco a hoo cers a a rongio eee A pore SONG . None 
SE AMG NNEENOCIIE 5.56506: Sicco ss rca ied seh owen eS .. £ 680 


Surtax—Not applicable on incomes under £2,000. 
Income tax—£165 at reduced rate of 


rss £ 61-17- 6 
515 at standard rate of 
SNE rr et ee Nemes 257-10- 0 


£319- 8- 0 ($1,277.60) 


Now if Y lived in the United States and owned State or local 
government bonds, his interest income of £1,000, or $4,000 
would be exempt from tax. 


End 
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INTERPRETATIONS 





Estates and trusts: Taxable to grantor: Alimony trust.— 
Where taxpayer guaranteed the income from a trust estab- 
lished for the benefit of his wife, who subsequently obtained 
a divorce from him, that guaranty did not make such income 
his income, but in view of the decision in Helvering v. Stuart, 
— U.S. —, 42-2 ustc J 9750, wherein trust income was held 
taxable to the grantor because of his close connection with 
a corporation the stock of which was a part of the trust corpus, 
and because he retained the right to direct the sales and pur- 
chases of trust assets, the case is remanded for further con- 
sideration since taxpayer had been closely associated with a 
corporation the stock of which was originally part of the corpus 
of the trust, and had reserved the right to direct sales of the 
trust assets and the reinvestment of the proceeds.—CCA-2, 
Irving T. Bush, Petitioner, v. Commissioner of Internal Revenue, 
Respondent. 43-1 ustc J 9323. 


Gross income: Completion of short sale: Delivery v. intent. 
—‘First-in, first-out” rule not applicable where a short sale 
was covered by identified shares. What was done governs, 
not what was intended. The income is computed on the basis 
of the cost of the identified shares.—CCA-3, Milton A. Holmes, 
Petitioner, v. Commissioner of Internal Revenue, Respondent. 
43-1 ustc J 9321. 


Determination of gain or loss: Liquidation value of oil pay- 
ments.—Where Commissioner determined, on the evidence, 
that the units of interest in uncollected oil payments received 
upon the liquidation of a corporation, the stock of which had 
been purchased by taxpayer for $50 per share, had a fair 
market value of $380.748 per unit, a taxable capital gain repre- 
senting the excess of the fair market value per unit over the 
cost of a share of stock was realized, taxpayer having failed to 
produce evidence sufficient to overcome the prima facie pre- 
sumption as to value-—CCA-5, Robert J. Boudreau and Ruth E. 
Boudreau, Petitioners, v. Commissioner of Internal Revenue, 
Respondent, and Wilmer J. Boudreau and Opal Boudreau, Peti- 
tioners, v. Commissioner of Internal Revenue, Respondent. 43-1 
usTc J 9327. 


When gross income reported: Enjoined payments under oil 
lease.—W here taxpayer’s divorced wife, who had previously 
relinquished her interest in their community property for a 
stipulated monthly payment for life, enjoined certain payments 
under an oil lease on the ground that the property settlement 
agreement had been procured by fraud, which injunction con- 
tinued for approximately three years and was finally termi- 
nated by a decision in favor of taxpayer, the oil payments 
accumulated during the three years were taxable income in 
the year in which they were received by the taxpayer and not 
when the oil was run, because the income did not become 
available to taxpayer or subject to his control and disposition 
until the termination of the injunction, there being a possibility 
at all times prior thereto that he might never receive the income. 
—CCA-5, J. E. Farrell, Petitioner, v. Commissioner of Internal 
Revenue, Respondent, and Commissioner of Internal Revenue, 
Petitioner, v. J. E. Farrell, Respondent. 43-1 ustc J 9328. 


Dividends paid credit: Distribution of stock not an “amount 
distributed in liquidation.”—Where the taxpayer corporation, 
in pursuance of a plan of reorganization under section 112(b) 
(3) and (4), 1936 Act, transferred all its assets to new corpo- 
rations in exchange for their stock and then distributed such 
stock to its stockholders in exchange for its own stock and in 
complete liquidation, the Court holds that this is not a distri- 
bution in liquidation contemplated by Sec. 27(f), 1936 Act, and 
taxpayer is denied a dividends paid credit thereunder. Since 
the Tax Court had held that the distribution was within 
Sec. 27(f) but denied the credit because of the effect of Sec. 
115(h), 1936 Act, the Tax Court is reversed. Com. v. Credit 


(Continued on page 236) 
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A WITHHOLDING TAX DEDUCTIO§ CHA 


This Chart combines the 3% and 17% withholding tax under the “Individual Income 
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LO} CH: T The Pay-as-you-go Tax 
me Typilection Act of 1943”’ 


HE ‘‘Individual Income Tax Collection Act of 1943’’ 
brings the employer the responsibility of withhold- 
Married person claiming none of ing a 3% and a 17% deduction from wages paid his 
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The Secretary of the Treasury 





Secretary Morgenthau announced 
today that the United States Treas- 
ury will borrow during the month of 
April the huge sum of $13,000,000,000 
in its Second War Loan drive. 












“Eight billion dollars of this total,” 
he said, “will come from non-banking 
investors and the balance from banking sources, in- 
cluding the increased weekly offerings of Treas- 
ury Bills. 









“This money, which is needed to back up our armed 
forces, will be raised through the continuing sale of 
War Savings Bonds, and Tax Savings Notes, Treas- 
ury Bills, and the offering of a number of new Treasury 
issues designed for every class and type of investor. 











“As we move forward into full production in the 
war effort, it is increasingly important that every 
American invest in his Government’s securities to the 
limit of his or her ability. 


















“As announced on March 3, a new organization 
under the title of United States Treasury War Finance 
Committee, will conduct the sales campaign beginning 
April 12 on the several issues of securities offered. In 
order to combine all of our forces behind the Second 
War Loan drive, this organization will bring together 
the Victory Fund Committees, which so successfully 
carried out the December campaign, and the War 
Savings Staff organizations, which have done such a 
grand job in the sale of War Savings securities. The 
President of the Federal Reserve Bank in each of the 
twelve districts is Chairman of the War Finance Com- 







of the drive for that area.” 


mittee in his district and will be in complete charge ° 
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Randolph E. Paul 
“Treasury is in complete agree- 
ment with the objective of putting 
our tax system on a pay-as-you-go 
basis. Indeed, the Treasury has been 
recommending pay-as-you-go taxation 
for a long time. Congress has been 
awake to the same need for a long 
time. Public interest has not lagged far behind and 
has recently acquired great momentum. Today the 
question is not whether we should have pay-as-you-go 
taxation, but how we shall get to such a system. 
The growing interest in this subject is very natural. 
The income tax reaches ten times as many people today 
as it reached five years ago, and the rates are higher 
than they have ever been in American history. Under 
the existing method of income tax payment the tax 
for any year is paid in four installments during the 
following year. Paying in quarterly installments is 
obsolete for an income tax which is imposed on mil- 
lions of individuals who base their budgeting on 
weekly, semi-monthly, or monthly pay checks. Pay- 
ing in the year following receipt of income is likewise 
obsolete when the tax is imposed on millions of people 
whose incomes fluctuate violently from one year to 


another, and who may have no income when the tax 
has to be paid. 





To meet the needs of these millions of people we 
need a system which will collect income taxes bit by 
bit as the income is earned. We need a system which 
will collect the taxes on 1943 income in 1943, and 
which will to a large extent collect it out of each pay- 
check. This is the heart of pay-as-you-go taxation. 





Buy United States War Bonds and Stamps Regularly and Speed up Victory! 
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The Supreme Court 


Soon to be decided by the Supreme 

ourt are the cases of Sprouse v. Helver- 
ng and Strassburger v. Commissioner. 
Both of these cases relate to the subject 
of stock dividends. The Sprouse case 
involves a nonvoting common stock 
lividend to an owner of voting common 
stock where there was outstanding both 
voting and nonvoting common. The 
Strassburger case involves a nonvoting 
cumulative preferred stock dividend to 
the sole owner of all the common stock, 
there being no other class of stock 
outstanding. 

These cases are significant now in 
view of the Supreme Court’s decision 
in Helvering v. Griffiths, in which the 
court in effect declared they were un- 
able to find that Congress intended to 
tax a dividend paid in common stock to 
holders of identical common stock, 
which was the only class outstanding. 
The Government’s theory, in bringing 
the Griffiths case to the Supreme Court, 
was that the doctrine of Eisner v. Ma- 
comber should be overruled and that the 
Court should construe Code Sec. 115 
(f) (1) as intended to tax the dividends 
here in question. Such section, which 
was originally adopted in 1936, read 
as follows: 

“A distribution made by a corporation 
to its shareholders in its stock or in 
tights to acquire its stock shall not be 
treated as a dividend to the extent that 
it does not constitute income to 
the shareholder within the meaning 
of the Sixteenth Amendment to the 
Constitution.” 

The Court stated that the question of 
the constitutionality of Eisner v. Ma- 
comber was not necessarily presented 
them by the Griffiths case and indi- 
cated its regret at not being able to 
reconsider its earlier decision. 


WASHINGTON TAX TALK 









Official Washington 


The Tax Court of the United States announces amend- 
ments and additions to their rules of practice. Rule 2, govern- 
ing admission to practice before the court, as amended, is 
as follows: 

Applicants who establish to the satisfaction of the court 
that they are citizens of the United States, of good moral char- 
acter and repute, and possessed of the requisite qualifications 
to represent others in the preparation and trial of cases, may 
be admitted to practice before the court. 

All applicants, before being admitted to practice, must take 
a written examination or examinations given by the court; 
provided, however, that a current certificate from the clerk of 
the appropriate court, showing that the applicant is an attorney- 
at-law who has been admitted to practice before and is a 
member in good standing of the bar of the Supreme Court 
of the United States or of the highest court of any State or 
Territory or of the District of Columbia, may be accepted in 
lieu of examination. The court, before admitting an applicant 
to practice, may require him to take an oral examination in 
addition to the written examination. Any person who has thrice 
failed a written examination given by the court shall not there- 
after be eligible for admission to practice before the court. 

An application to be filed must be on the form provided by 
the court. Application blanks and other necessary informa- 
tion will be furnished by the secretary of the court upon request. 

An applicant must be sponsored by at least three persons 
theretofore enrolled to practice before this court, each of whom 
must send his letter of recommendation directly to the court, 
where it will be treated as a confidential communication. The 
sponsor shall state in his letter fully and frankly the extent 
of his acquaintance with the applicant, his opinion of the moral 
character and repute of the applicant, and his opinion of the 
qualifications of the applicant to practice before this court. The 


court may in its discretion accept an applicant with less than 
three such sponsors. 





The court will hold an examination for applicants at its 
offices in Washington, D. C., on the second Wednesday in 
September of each year and at such other times and places as 
it may designate. The court will notify each applicant, whose 
application is in order, of the time and place at which he is to 
present himself for examination, and the applicant must present 
that notice to the examiner as his authority for taking an 
examination. An applicant seeking to gualify by examina- 
tion must accompany his application with a fee of $10. 

Corporations and firms will not be admitted or recognized. 

Practitioners before this court shall carry on their practice 
in accordance with the letter and spirit of the canons of pro- 
fessional ethics adopted by the American Bar Association. 

The court may deny admission to, suspend, or disbar any 
person who in its judgment does not possess the requisite 
qualifications to represent others, or who is lacking in char- 


(Continued on page 224) 
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Official Washington (Continued from page 223) 
acter, integrity, or proper professional conduct. No person 
shall be suspended for more than 60 days or disbarred until 
he has been afforded an opportunity to be heard. A division 
may immediately suspend any person for not more than 60 days 
for contempt or misconduct during the course of any proceeding. 

The court may require any practitioner before it to furnish 
a statement under oath of the terms and circumstances of his 
employment in any proceeding. 

All persons on the roll of practitioners on January 1, 1943, 
are enrolled to practice without further showing or examination. 


A number of amendments 
and some new sections have 
been added to the regula- 
tions by recently issued 
Tt. a. 

T. D. 5237—Regarding the 
declared-value excess profits 
tax. 


T. D. 5238—Regarding 
1942 Act changes relating to lessor’s income 
from improvements by lessees, income from 
discharge of indebtedness and the additional 
exclusion for military and naval personnel. 

T. D. 5240 and T. D. 5243 relating respec- 
tively to certain fiscal year taxpayers and to 
the tax treatment of wages and salaries paid 
in contravention of the anti-inflation law. 

These changes are necessitated by the 1942 
Revenue Act but the following sections of the 
Code are some which await amendment of 
their respective regulations: 

(1) Sec. 24 (a)—taxes and other charges 
chargeable to capital account not deductible 
but treated as capital items (Reg. Sec. 19.113 
(b) (1)-1), (2) Sec. 47—returns for a period of 














Illinois Bar Urges Amendment to 1942 Revenue Act 


The Board of Tax Appeals became the Tax Court of the 
United States upon the enactment of Section 504 of the Rev- 
enue Act of 1942. The repeal of the last sentence of paragraph 
(b) of that section—‘No qualified person shall be denied ad- 
mission to practice before such Court because of his failure to 
be a member of any profession or calling”—is urged by the 
Committee on Unauthorized Practice of Law of the Illinois 

























less than 12 months (Reg. Sec. 19.47-1), (3) — s 
State Bar Association in a resolution recommending that the Sec. 101—employees’ voluntary beneficiary 
an ee eee “Tag heIS : associations, (4) Sec. 102 (d) (1)—denial of 
Board of Governors take immediate action in urging the repeal capital loss carry-over to Sec. 102 companies 
of the above quoted sentence. (Reg. Sec. 19.102-4), (5) Sec. 122 (b)—two- Paul G. 
year carry-back of net operating losses (Reg. 
Sec. 19.122-1). 41 Mick 
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THE REVENUE ACT OF 1942: FED- 
ERAL ESTATE AND GIFT 
TAXATION 


Paul G. Kauper, Associate Professor of Law, 
University of Michigan 


41 Michigan Law Review, December, 1942, 
p. 369-388 


This article reviews the revisions relating 
to the federal estate and gift taxes made in 
the Internal Revenue Code by the Revenue 
Act of 1942, 

Although Congress in past years had 
seemed indifferent to the need for reform 
in this field, there had been no lack of con- 
structive criticism, notably on the part of 
Randolph Paul, now General Counsel for 
the Treasury Department. According to 
the author, the substantive revisions of the 
estate and gift tax law are, in large part, 
Mr. Paul’s creation. 

_There have been some changes in exemp- 
tions. The $40,000 exemption hitherto al- 
lowed for life insurance payable to specific 
beneficiaries has been abolished. Compen- 
sating for this partly is the increase in the 
general exemption under the 1932 act as 
amended from $40,000 to $60,000. The new 
law reduces the overall gift tax exemption 
irom $40,000 to $30,000. In line is the re- 
duction of the annual exclusion of value for 
giit tax purposes from $4,000 to $3,000. 

There has been until now a basic lack of 
uniformity in the federal tax system in 
regard to the treatment of community prop- 
etty. A new amendment, passed by Con- 
gress, has, in effect, placed community 
Property in the same general category as 
Property held by joint tenancies or entire- 
ties, and prescribes the same estate tax 
\reatment. Property passing to a wife by com- 
munity is now included in the decedent’s 
taxable estate except to the extent that it is 
shown to be economically attributable to the 
Survivor. This corresponds to the analogous 
treatment of joint tenancies and entireties, 
Where an exemption can be claimed by the 
decedent’s estate for that part of the prop- 
etty proportionate to the contribution made 
ed the survivor in its purchase or acquisi- 
ion, 

Under the earlier law, Corigress attempt- 
ed to handle the subject of powers of ap- 




















































pointment in a very simple way, by 
requiring that there be included in the estate 
“property passing under a general power 
of appointment exercised by the decedent.” 
Objections to this were: (1) It did not even 
touch special powers; (2) under the language 
quoted it was necessary that the property 
pass by an exercise of the power; (3) it was 
necessary that the property pass under a 
general power exercised by the decedent. 
This earlier law is characterized by restrict- 
ed interpretation and fertile ground for liti- 
gation. 

Section 811 (f) of the Internal Revenue 
Code is now amended so as to require in- 
clusion in the decedent’s taxable estate of 
property “with respect to which the deced- 
ent has at the time of his death a power of 
appointment.” Thus, it is no longer nec- 
essary that the power be exercised by the 
decedent, and likewise serves to eliminate 
the need for “passing.” “Power of appoint- 
ment” is defined to mean 

xa . any power to appoint exercisable by 
the decedent either alone or in conjunction with 
any person, except 

“(A) a power to appoint within a class which 
does not include any others than the spouse 
of the decedent, spouse of the creator of the 
power, descendants of the decedent or his 
spouse, descendants (other than the decedent) 
of the creator of the power or his spouse, 
spouses of such descendants, donees described 
in section 861 (a) (3). As used in this sub- 
paragraph, the term ‘descendant’ includes 
adopted and illegitimate descendants, and the 
term ‘spouse’ includes a former spouse; and 

‘“‘(B) a power to appoint within a restricted 
class if the decedent did not receive any bene- 
ficial interest, vested or contingent, in the 
property from the creator of the power or there- 
after acquire any such interest, and if the 
power is not exercisable to any extent for the 
benefit of the decedent, his estate, his creditors, 
or the creditors of his estate.”’ 

Under the earlier law the sections dealing 
with the taxation of life insurance proceeds 
were simple and Spartanlike, requiring the 
inclusion in the gross estate of proceeds 
payable to the decedent’s estate, and, sub- 
ject to a $40,000 exclusion, the amounts 
receivable “by all other beneficiaries as 
insurance under policies taken out by the 
decedent upon his own life.” But here again 
conflicting interpretations reared their 
ugly heads. 
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in Current Legal Periodicals 


The original position of the Treasury De- 
partment was that the section required the 
inclusion in the taxable estate of insurance 
proceeds payable to specific beneficiaries to 
the extent that the decedent had purchased 
the same by means of his premium pay- 
ments. But then came ominous Supreme 
Court decisions in which the thought seemed 
implicit that estate taxation of insurance 
payable to specific beneficiaries was arbi- 
trary and capricious, hence unconstitutional, 
unless death marked the relinquishment by 
the decedent of powers of ownership over 
the policy. 

Alarmed by these decisions, the Treas- 
ury Department tucked up its skirts and 
moved to the position that proceeds of poli- 
cies payable to specific beneficiaries were 
not to be included in the gross estate unless 
the decedent had retained “incidents of own- 
ership” until the time of his death. Among 
so-called incidents of ownership were the 
power to change beneficiaries, borrow on 
the policy, cash in on its surrender value, 
etc. 

The problem appeared to have been 
lulled into hibernation when the Court of 
Claims roused it again by applying the 
goad of the historic decision in Bailey v. 
United States, 89 Ct. Cl. 364, in which, to 
the amazement of even the startled Treas- 
ury Department, the court held that reten- 
tion of incidents of control was not necessary 
in order to warrant inclusion in the taxable 
estate of life insurance taken out by the de- 
cedent. Not only did the Court of Claims 
find that the “incidents of ownership” test 
was a spurious interpretation of the statute, 
but the court determined that the statute 
stripped of this construction was still con- 
stitutional. The Treasury Department is- 
sued new regulations to conform with this 
decision. The Revenue Act of 1942 revised 
the Internal Revenue Code with the result 
that the statute not only confirms the view 
of the Bailey case, supra, that payment of 
premiums by the decedent warrants taxa- 
tion of the proceeds, but goes further and 
retains the “incidents of ownership” test as 
an alternative basis of taxation. 

Under the earlier law an odd situation 
existed with respect to the taking of deduc- 
tions. The estate tax law has at all times 
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permitted a deduction against the gross es- 
tate for claims outstanding against the 
decedent at time of his death. Situations 
have arisen where the property actually in 
the estate was less than the amount of 
provable claims against the estate. Yet the 
taxable estate may have exceeded the amount 
of provable claims, because of the inclu- 
sion of insurance proceeds, inter vivos trust 
property or some other such items, which 
could not be reached to pay the creditors’ 
claims since they were not in the general 
estate. Under these circumstances, could 
a deduction be taken for estate tax purposes 
on these claims in excess of the amount of 
estate assets available for their satisfac- 
tion? In view of the wording of the earlier 
statute, courts answered this question in the 
affirmative. This will no longer be true 
under the new act. 


Under the earlier law a gross inequity 
existed in the case where a decedent dur- 
ing his lifetime had in good faith executed 
a pledge for a charitable purpose but had 
failed to pay the same before his death. 
But could the amount of the pledge paid by 
the executor be taken as a deduction against 
the gross estate for tax purposes?) When 
the question reached the Supreme Court, 
it held in Taft v. Commissioner, 304 U. S. 
351, that no deduction could be allowed. To 
its credit, Congress has now remedied this 
injustice. 


Substantially related to the foregoing is 
the amendment of section 812 (d) of the 
Code by means of section 408 of the 1942 
Act to provide that deductible bequests 
shall include the interest which falls into 
any such bequest as a result of an irrevo- 
cable disclaimed of a testamentary gift. 


Section 407 of the new Revenue Act im- 
plements the desire of Congress to provide 
that property once subject to an estate tax 
should not be subjected to a recurring estate 
tax unless at least five years intervene be- 
tween the two taxes. An earlier statute to 
this effect was defectively drafted. 


In the Revenue Act of 1942, Congress 
has coordinated the treatment of insurance 
proceeds and of property subject to powers 
of appointment and has provided that unless 
the decedent directs otherwise by will, per- 
sons receiving taxable insurance proceeds or 
property subject to a power in the decedent’s 
hands, shall be liable to the executor for a 
proportionate part of the total estate tax. 


The 1942 amendments to the estate and 
gift law represent a notable achievement in 
statutory revision. However, the federal 
estate tax is still not a model piece of leg- 
islation. Nothing has yet been done to alter 
the confusing system of dual computation 
under which it is necessary to determine 
both a basic and an additional tax, each 
with its own system of exemptions and 
credits. And Congress has not acted to de- 
termine more clearly the position of the gift 
tax in its relation to both the estate tax 
and the income tax. 
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Tax Chips 


(Continued from page 194) 


I am a resident of a community property state and my wife 
employs an agent tO manage her separate property. Is the 


income from this property reportable as community income? 


No. Wife’s separate property should be under management 
of her husband in order to bring the income therefrom into 
community property income status. 43-1 ustc § 9338. 


ox * * 


3 

My state law recognizes husband and wife partnerships, 

consequently may ngy wife and I form @partnership and report 
our income on that basis? 


No. Usually in such partnership the personal activities of 
the husband are the sole income producing factors, and no 
true partnership for the operation of a business enterprise exists. 
43-1 ustc J 9337. 

* * x 
We are executors under the will of a decedent dying in 
February. Is it true that the filing date of the decedents’ 


return of 1943 income, for the fractional part of the year is 
May 15th? 


Yes. A recently promulgated ruling requires such frac- 
tional year returns to be filed on or before the 15th day of tine 
third full calendar month following the close of the fractional 
period—here date of death. T. D. 5247. 

2 4 

We do not maintain an office in the City of New York but 

make sales to persons in the city through representatives or 


agencies in New York City. Are we subject to the Gross 
Receipts Tax Law? 


Yes such sales are subject to the law commencing with 
Local Law No. 103 of 1939. Special Ruling Deputy Controller 
City of New York. 

* 2 * 

My wife and I maintained a joint tenancy bank account 
and shortly before her death I withdrew all of such funds, 
depositing them in my own name. Commissioner contends 
that in the absence of an agreement between my wife and me 
that such funds should become my sole property, that her 


interest is properly included in her estate for estate tax pur- 
poses. Is Commissioner correct? 


Yes. T. C. CCH Dec. 13,026. 


* 








* * 
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Eighty Per Cent Tax Limitation 


(Continued from page 202) 
it might be well at this point to analyze the compo- 
sition of the $760,000 excess profits tax imposed upon 
the $900,000 adjusted excess profits net income in the 
illustration as given. This analysis is as follows: 


Amount 
80% Limitation adjusted excess 
profits net income 
Remainder of adjusted excess prof- 
its net income 


Tax rate Tax 


40% $ 40,000 


90% 720,000 


Adjusted excess profits net in- 


$ 900,000 $ 760,000 


This analysis shows that of the total adjusted excess 
profits net income $800,000 is taxed at the regular 90% 
excess profits tax rate, while the remainder of the 
$900,000 of such adjusted excess profits net income 
is taxed at a 40% rate. It might be mentioned at 
this point that it is desirable to define the portion of 
the adjusted excess profits net income in excess of 
that subject to the 90% rate as “80% limitation 
adjusted excess profits net income.” Furthermore, the 


point at which the 90% rate ceases to apply and the 
40% rate begins to apply will be termed the “80% 
limitation point.” 

Should the corporation by the application of Sec- 
tion 722 be able to increase its average base period net 
income by an amount sufficient to increase its excess 
profits credit by $100,000, its adjusted excess profits 


net income would be computed in the following 
manner : 
Excess profits net income 


Less specific exemption . 
Excess profits credit 


$1,000,000 
200,000 


Adjusted excess profits net income $ 800,000 


After this increase in excess profits credit of 
$100,000 and the corresponding reduction in adjusted 
excess profits net income to $800,000 the net tax ex- 
pense of this corporation would be determined as set 
out in the following figures: 

7 Amount 


$ 200,000 
800,000 


Tax rate 
40% 
90% 


Tax 
80,000 
720,000 


Income subject to income tax 
Adjusted excess profits net income 


Net income 


$ 800,000 
Less post-war refund 


72,000 


Net tax expense $ 728,000 


It will be seen that the net tax expense after in- 
‘easing the excess profits credit from $95,000 to 
$195,000 is $728,000 which is $4,000 greater than the 
net tax expense before the increase effected by the 
application of Section 722. Analyzing the matter a 
little further we see that the increase in the net tax 
expense results entirely from the decrease in the 
post-war refund from $76,000 to $72,000. This de- 
crease of $4,000 in the post-war refund in turn results 
irom a decrease in excess profits tax from $760,000 to 
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$720,000, a decrease of $40,000 of which the decrease 
in post-war refund is 10%. The decrease in the excess 
profits tax of $40,000 was offset by a corresponding 
increase in income tax of $40,000. This is because the 
portion of the adjusted excess profits net income shifted 
to income subject to income tax represents the portion 
of such adjusted excess profits net income subject to 
the 40% tax rate. It is obvious, therefore, that if this 
corporation is not able to increase its excess profits 
credit by more than $100,000 it would be worse oft 
taxwise than before any attempt was made to obtain 
a reduction in its tax expense. 

If this corporation, however, should find it possible 
to increase its excess profits credit by more than 
$100,000 the question is how much more would it have 
to increase this credit in order to absorb the reduction 
in the post-war refund of $4,000. This amount of re- 
quired additional increase in excess profits credit can 
be ascertained by dividing the $4,000 reduction in 
post-war refund by the percentage of tax advantage 
to the corporation by reducing its adjusted excess 
profits net income below the 80% limitation point, 
because any reduction in the adjusted excess profits 
net income below the 80% limitation point will result 
in a corresponding reduction of its net combined in- 
come and excess profits tax expense. This net reduc- 
tion in terms of percentage is the difference between 
the excess profits tax rate of 90% less the post-war 
refund of 9% or 81% and less the combined income 
and surtax rates of 40%. The net reduction in tax 
expense therefore amounts to 41%. Dividing the 
$4,000 reduction in post-war refund by the 41% we 
obtain the amount of additional increase in the ex- 
cess profits credit which must be obtained, or $9,756.10, 
in order that the $4,000 reduction in post-war refund 
could be absorbed by the tax savings resulting from 
reducing the adjusted excess profits net income below 
the 80% limitation point. Assuming that the corpo- 
ration is able to increase still further its excess profits 
credit by this $9,756.10, the adjusted excess profits net 
income of the corporation would be determined as set 
out in the following figures: 
Excess profits net income 


Less: Specific exemption 
Excess profits credit 


$1,000, 000.00 
209,756.10 


Adjusted excess profits net income $ 790,243.90 


The net tax expense of the corporation after increas- 
ing its excess profits credit by this additional $9,756.10 
is shown in the following schedule: 

Amount 


Income subject to income tax..$ 209,756.10 
Adjusted excess profits net in- 


Tax rate 
40% 


90% 


Tax 
$ 83,902.44 


711,219.51 


Net income 


$795,121.95 
Less post-war refund 


71,121.95 


Net tax expense $724,000.00 
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It will be seen from the foregoing schedule that the 
net tax expense is $724,000 which is exactly the same 
amount of net tax expense as the corporation had 
before any attempt was made to increase its excess 
profits credit by the application of Section 722 to its 
base period net income. Therefore, if this corporation 
is not able to increase its excess profits credit by more 
than $109,756.10, it will do well not to attempt to apply 
Section 722 to its operations for the year involved. 

This corporation may, however, be able to increase 
its excess profits credit still further by an increase in 
its average base period net income. If so, this possi- 
bility should be followed through because each in- 
crease in this corporation’s excess profits credit above 
an increase of $109,756.10 will decrease the corpora- 
tion’s net tax expense by 41% of any amount by which 
the excess profits credit can be thus increased. 

Let us assume that this corporation can increase its 
excess profits credit by an additional $100,000. On 
this assumption the adjusted excess profits net income 


of the corporation would be shown by the following 
statement: 


EI SUNG, DIONNE 5. 5.6 co aicseeieiies webcams se motes $1,000,000.00 


Less: Specific exemption ................. $ 5,000.00 
Co ee ere 304,756.10 309,756.10 
Adjusted excess profits net income.................... $ 690,243.90 


The adjusted excess profits net income has now been 
reduced to $690,243.90. The net tax expense has also 


been reduced to $683,000 as set out in the following 
figures: 


Amount Tax rate Tax 
Income subject to income tax $ 309,756.10 40% $123,902.44 
Adjusted excess profits net in- 
ES ais Sg dea wolegink a 54nee es 690,243.90 90% 621,219.51 


$745,121.95 
eee 62,121.95 


Net income . .$1,000,000.00 
I I Ts 6 ooo 0 Wicdcveeesaseseccdees 


No Sc inn c wsleneenade ake Gesseeenpene $683,000.00 


As a result of the last increase in the excess profits 
credit of $100,000 the net tax expense has been reduced 
by $41,000, that is from $724,000 to $683,000. At this 
point it might be helpful to summarize the results 
obtained by each increase in excess profits credit set 
out in the foregoing illustrations: 


Excess Net Tax 
Status of adjusted excess profits profits tax saving or 
net income credit expense detriment* 


$100,000.00 over 80% limitation 
enemies ..+++ $95,000.00 $724,000.00 


At 80% limitation point . 195,000.00 728,000.00 $4,000.00* 
$9,756.10 below 80% limitation 

RR a aaa ee 204,756.10 724,000.00 ........ 
$109,756.10 below 80% limitation 

EES i ornibiah és. cane eda hy eens 304,756.10 683,000.00 41,000.00 


From the foregoing one can make the following 
observations : 





1. An amount equal to 80% of net income repre- 
sents the 80% limitation point. 

2. If the adjusted excess profits net income does not 
pass the 80% limitation point and if the income 
subject to income tax is not less than $50,000, 
the net tax expense will be reduced in an amount 
equal to 41% of any increase in the excess profits 
credit. 

3. If the adjusted excess profits net income passes 
the 80% limitation point, the excess profits credit 
must be increased more than 109.7561% of the 
80% limitation adjusted excess profits net income 
before any tax savings result. Any increase in 
the excess profits credit less than 109.7561% of 
the “80% limitation adjusted excess profits net 
income” will result in additional tax expense 
rather than in tax savings. On the other hand, 
any increase in the excess profits credit over 
109.7561% of the “80% limitation adjusted ex- 
cess profits net income” will result in net tax 
savings of 41% of such increase. 


If the income subject to income tax is less than 
$50,000, or if the excess profits net income, the normal 
tax net income (before deducting adjusted excess 
profits net income) and the surtax net income (before 
deducting adjusted excess profits net income) are not 
the same amount as the net income, the application 
of the principles and the formula set out herein will 
have to be modified to conform to the facts in the 
particular case, although the general principles stated 
in this article apply in such cases also. 


3efore any attempt to increase the excess profits 
credit by the application of Section 722 of the Code is 
made, a preliminary analysis should first be made to 
see if the adjusted excess profits net income passes 
the 80% limitation point. If not, the corporation will 
be able to obtain a proportionate net tax expense re- 
duction for every increase in the excess profits credit. 


If, on the other hand, the adjusted excess profits net . 


income does pass the 80% limitation point, there 
should first be determined the amount by which the 
excess profits credit must be increased before any tax 
benefit will result to the corporation. This amount of 
increase can be determined under assumptions like 
those in the illustration by multiplying the “80% limi- 
tation adjusted excess profits net income” by 109.7561%. 
If by a preliminary survey it is found that the corpo- 
ration can reasonably hope to increase its excess prot- 
its credit by at least the amount thus determined it 
will be to the corporation’s advantage to seek relief 
under Section 722. If such preliminary survey indi- 
cates that the excess profits credit cannot be increased 
by this amount it will be to the advantage of the corpo- 
ration not to seek relief under Section 722. 
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Relief Provisions of the New 
Excess Profits Tax Act 

(Continued from page 197) 
the decision of the Board is then merely given as a 
conclusion that relief in a certain amount should be 
granted, or that no relief should be granted. Nothing 
is put in writing, no reasoning is given in support of 
the conclusion reached, so that there is no written 
precedent established and there is no appeal from the 
decision of this Board. 

The Canadian system had a strong appeal for those 
who were drafting the relief provisions of our present 
Act, but it was felt that because of the tremendously 
greater number of cases that would arise in this country, 








ing at the specific cases that had been assembled in 
each pile, which were intended to be covered by the 
necessarily technical language used in the Act.® 


Production Interrupted by Physical Causes 


The easiest and most obvious cases in which some 
measure of relief seemed to be merited were those in 
which the earnings of the corporation, during the base 
period from 1936 through 1939, were not normal because 
of some physical misfortune which had interrupted 
production. It is always easier to visualize the need 
for relief in cases of physical misfortune, and the base 
period seemed to include more than the normal amount 
of such occurrences. The Ohio River Valley experi- 
enced two floods, the second in 1937 being the most 


t ; . ' : : ; 
“a ~ ee eer ae iy ey disastrous ever experienced in this country. The New 
. granting relief, some broad standards should be estab- Enel : 
l , “ae : ‘ : ; ngland States had a flood in 1936, and a flood together 
, lished to indicate the types of situations in which ; ‘ : : 
| : . ‘ with a hurricane in 1938. During that same base 
. Congress intended relief should be granted. In order — : sen th q 
i. ts : period there were more major strikes than occurre 
that such standards would be practical and related to. nage ‘od j his 4 the 
" sohait aakn : be ae Mal ie tee te, e other similar period in our history, and the year 
at a a oa | eee major strikes of 
amine and classify all of the instances of hardship sy onelann: iaie 
1 which it could compile. Examination was made of ie cman ee ee ey en 
| the applications for relief under existing provisions of such pepe slate dies tak oud weal 
S the law. Those provisions allowed relief where pro- contin pet at 6 elas week & nen tee 
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t 1939 by a strike or fire, or some unusual cause, and neni: wk smmaliliin ae acca 
7 when there had been a material change during that Sindee ot 4 tien Hate ae. Bow 
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| was 06 ts Geel occurred during the base period in order to entitle a 
on ” é : , company to relief. For example, if a fire occurred in 
t Then the staff of economists who were concerning 1985, destroying a plant that was not rebuilt until late 
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x draftsmen and endeavored to phrase descriptions that 
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would cover the groups to whom relief was intended 
to be extended.?. These descriptions are now a part 
of the law, and they can best be understood after look- 


° As of Dec. 31, 1941, a total of 206 applications for relief under 
Section 722 of the Internal Revenue Code had been acted upon by 
the Bureau. The total excess profits tax shown on these returns 
Was $21,267,054, which was reduced to $12,933,866 by application of 
these relief provisions under former acts. 

‘ Retroactive relief was granted instalment basis taxpayers by a 
separate section. Under certain conditions the amounts received on 
instalment obligations and from long term contracts may be accrued 
to prior years, and the increase in tax for such prior years paid 
in lieu of the excess profits tax. Section 221 of the Revenue Bill 
of 1942, adding Section 736 to the Internal Revenue Code. 

_ * All of the relief provisions discussed subsequently are contained 
in Section 221 of the Revenue Bill of 1942, amending Section 722 
of the Internal Revenue Code. 


given against the consequences of the physical misfor- 
tune, and if those consequences are suffered during the 
base period, relief may be obtained irrespective of 
when the physical misfortune occurred, provided, of 
course, the physical misfortune is near enough to the 
base period so that it can be counted as a proximate 
cause of the retarded production. 

After a corporation has shown that some physical 
misfortune prevented its base period years from being 
normal earning years, then the corporation must 
establish what would be a fair and just amount to 
represent normal earnings for those years. Just how 
a corporation will go about proving this is left to the 
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ingenuity of the taxpayer and 
its counsel. While imposing 
arguments can be arrayed 
against practically any com- 
parative that might be chosen 
to build a constructive in- 
come for the particular year 
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or years in which the mis- 
fortune occurred, the fact re- 








mains that Congress intended 
to give some relief by these 
provisions, and it will simply 
be up to a taxpayer to sub- 
mit the best case possible, 
and then the Board will have 
to select that comparative 












































which seems to reach the 
most just and equitable re- 
sult. For example, the cor- 
poration that lost an entire 
year’s profit in 1937 on ac- 
count of the flood, might en- 
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deavor to reconstruct its income for that year by 
reference to statistics showing how that year com- 
pared with other years for the industry of which it 
was a member, by showing how that year compared 
with other years for its nearest competitor, and even 
by going back through its own history for a com- 
parable vear considering general business conditions 
and demand for its product. The fact that the use of 
none of these comparisons is compelled by logic 
should not deter the granting of some relief based upon 
a consideration of one or all of them. 


Temporary Economic Causes 


The ill-effects of physical misfortunes are felt by 
others than those whose plants are directly affected. 
A firm whose principal customer has been wiped out 
by a flood has felt economic consequences of the dis- 
aster although its own plant may be located high and 
dry up ona hill. And the strike that closed the Gen- 
eral Motors plants for six weeks seriously affected 
other businesses hundreds of miles away, not only the 
businesses of those who supplied General Motors 
directly, but those who sold to those who sold to 
General Motors, and so on down the line. Likewise 
the maritime strikes of 1936 and 1937 caused goods to 
be piled up on the docks and seriously affected many a 
business that was having no labor troubles of its own. 
These economic consequences of the physical misfor- 
tunes of others were felt to be worthy of relief 
where it could be shown that because of those misfor- 
tunes the base period income of a corporation did not 
truly reflect normal earnings upon which to base an 
excess profits tax. 


























POINTS IN TOTAL INDEx 
; 7 —) 200 
= i | 
an 1?) 2° 
e | | 1. 60 
al ae ee Be eS 
| 
— Se So | —_— : 
| 
TOTAL t 100 
| 
i mae eeaees name NO - 
| 
+ | + _ t\—} 60 
NONDURABLE | 
MANUFACTURES |_ "re 1 
i ee 
a OURABLE = a a, —* = 
MANUFACTURES ae ae 
a — cet 20 
MINERALS | 
it i. : . a _ aa : en r) 
1923 1924 1925 1926 * 1927 1928 1929 1930 1931 1932 


1923 WEIGHTS USED THROUGH DEC. 1929. 1937 WEIGHTS USED SINCE THAT Time 


The cases intended to be covered by this section of 
the relief provisions are not limited to those directly 
or indirectly connected with physical misfortune. Take 
the case of a corporation engaged in the manufacture 
of a certain product for a single customer, as was 
actually the case in one of the applications for relief. 
In 1937 this single customer started to manufacture 
the product for its own use, thereby cutting off the tax- 
payer from its sole market. The taxpayer was com- 
pelled to start out to build other markets, and it was 
not until 1939 that the taxpayer had obtained sufficient 
new customers to enable it to reach the production 
which had been normal in previous years in supplying 
its sole customer. Since 1939 the business of the tax- 
payer has continued to grow, but beginning with 1940 
an excess profits tax was imposed, and under the new 
90% rate the taxpayer would be effectively limited to 
its earnings during the period from 1936 through 1939, 
during two of which years its business was unduly 
depressed. These new provisions were drafted so as 
to give relief in such a case. The taxpayer would be 
permitted to reconstruct an average income for the 
base period with due consideration to the business 
conditions during those years for the class of business 
in which taxpayer was engaged, and based upon those 
conditions, taxpayer could show what would have 
been its probable earnings had it not lost its principal 
customer. 

Other instances of unusual temporary economic 
conditions in this same category included companies 
that had been engaged in a price war during several 
years of the base period. A corporation may be a 
member of an industry in which the members were 
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engaged in a price war during several base period 
years. Asa result of the price war, sales of its prod- 
uct below cost may have been continued for a long 
period of time, and the corporation and the other 
members of the industry may have sustained substan- 
tial losses during the base period years. Following 
the price war, earnings may have resumed their normal 
level, and if the corporation can prove what would 
have been its normal profits during the base period 
except for the price war, the corporation will be entitled 
to relief under this section. Suppose the corporation 
earned $50,000 in 1936 and $75,000 in 1939, but showed 
iosses for 1937 and 1938 on account of a price war. If 
the corporation can show that its earnings vary directly 
with the course of general business in this country, 
and that had it not been for the price war, its earnings 
for 1937 would have been $85,000, and for 1938 would 
have been $35,000, the corporation under this section 
would be entitled to use the 
latter figures as the basis for 
computing a constructive in- 
come for the base period, 
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and would be entitled to 
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credit against excess profits 599 | 


taxes based upon that con- 
structive income, instead of 
upon its actual income. 
Different Business Cycles 

The four years comprising 39° | 
the base period were pretty 
normal years for industry in 
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are apt to be substantial variances at important points. 
All businesses did not share in the improvements in 
business generally in 1936 and early 1937, nor even in 
the recovery of 1939. Some may have had physical 
or economic misfortunes, such as we have already 
described, while others may have maintained their 
place in the industry of which they are a member, but 
the general character of the business of that industry 
was such that it did not participate in the generally 
improved business conditions during the base period. 

Some industries lead the swing in the business cycle 
and others lag far behind. The construction industry, 
for example, leads the general business cycle by about 
one-fourth cycle, both on the upswing and the down- 
swing. It also skips several of the intermediate swings 
in general business which occur in the course of its 
much longer cycle. In fact, the demand for all durable 
goods fluctuates more intensely than does the demand 
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this country by and large. 
During the first year, 1936, 




















and continuing until the  j99 
middle of 1937, there was an 
upward surge that carried 
business almost to the peak 
of 1929. Then followed a 
down swing during the latter 
part of 1937 and early 1938, with a recovery in the last 
year and a half of the period. Those four years are 
consequently a pretty fair base period by which to 
measure normal income for industry as a whole. A 
tax of even 90% on the profits over and above the 
average for that period could rightfully be called a 
tax on excess profits occasioned by the war and its 
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abnormal demands, so long as we are dealing with 
that abstract fiction “American industry”. 

ut taxes are not collected from “industry”’—they 
are collected from individuals and from separate cor- 
porations, and each individual business is apt to vary 
from the norm of “industry” much as an individual 
girl will depart from the measurements of Miss Amer- 
ica or the average girl of 1942. In either case there 
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for the products which those durable goods produce, 
or the services rendered by those durable goods.® 

So long as industry is operating in a free economy, 
the length of the business cycle of particular indus- 
tries and the intensity of its fluctuation will pretty well 
cancel out. The industry with the long business cycle 
will reap a harvest when its peak years do come that 
will enable it to stay in business during the succeeding 
lean yards. The industries with the shorter cycle will 
not come in for the tremendously big years, but will 
have considerably more good ones. But when you 
choose any particular four-year period and limit all 





® For a discussion of the various factors in business cycles, see— 
Strategic Factors in Business Cycles, John Maurice Clark; Business 
Cycles and Forecasting, Elmer C, Bratt; Business Cycles, Wesby 
Mitchell. 
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future earnings on the average of that period, you do 
a grave injustice to the members of those industries 
that happen to be lagging during that period, as well 
as to those industries that must have a high peak year of 
profits ever so often to tide them over the low valleys. 

To meet this type of situation, a section was drafted, 
granting relief in those cases where the business of a 
taxpayer was depressed in the base period by condi- 
tions generally prevailing in the industry of which the 
taxpayer was a member, if those conditions caused the 
taxpayer to have a profits cycle which differed mate- 
rially in length and amplitude from the general busi- 
ness cycle. The Ways and Means Committee cite the 
machine tool industry, the building industry and the 
heavy machinery industry as instances where the prof- 
its cycle varies materially from the general business 
cycle. In the examples cited, a manufacturer of heavy 
machinery had made huge profits in the period 1926 
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tude from the general business cycle. 


The Federal 
Reserve Charts of Industrial Production indicate that 


while there may be wide variances in the fluctuation or 
amplitude of the swings of the cycle in various indus- 
tries, there is very little divergence in the timing of 
the cycle. The various industries may swing higher 
or lower, but they are generally together at the top 


peak and at low ebb. If industrial profits *° follow 
closely industrial production, then there would not be 
many industries in which the length of the business 
cycle varied materially from the length of the general 
business cycle, and likewise there would not be many 
individual businesses whose profit cycle differed ma- 
terially in length and amplitude from the general busi- 
ness cycle on account of conditions prevailing generally 
in the industry. In fact, the Federal Reserve Chart 
on Machinery Production indicates that the cycle of 
this industry did not vary materially in length from 
the general business cycle, 
although it did differ mate- 
rially in amplitude. 

It is the amplitude, or the 
up and down swing, of the 
cycle that is all-important if 
the purposes of these relief 
provisions are to be realized. 
It is the losses during the 
ALM years intervening between 
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the peaks that should be de- 
terminative, and relief should 
= not be denied merely because 
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of a coincidence of peaks. 
Although the statute literally 
requires a variance in “length 








100 ‘ 
and amplitude,” courts have 


held that the word “and” 
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1922 1923 1924 1925 1926 
through 1929, but had operated at a deficit during the 
subsequent years until 1938. The Committee report 
states that in such a case consideration would be given 
to the entire profits cycle of the industry of which the 
company was a member, and since the present years 
would normally be the peak years of the cycle, a con- 
structive base period income might be computed on 
the basis of the company’s earnings during its preced- 
ing peak period of 1926 through 1929. 

It is the profit cycle of the taxpayer and not that of 
the entire industry which must vary materially in 
length and amplitude from the general business cycle. 

Sut since this variance must be caused by conditions 
prevailing generally in the industry of which taxpayer 
is a member, we would expect to find the cycle of the 
industry itself varying materially in length and ampli- 





1927 


ry may be changed to “or” if 
necessary to carry out the in- 

tent of the legislature.*? But 
perhaps sufficient variances can be found in the length of 
the cycles?” to warrant the relief intended under this 
section without resort to such drastic surgery as the 
grafting of a new word on to the statute by the courts. 
Some industries which do depart substantially from 
the general business cycle are the shipbuilding indus- 
try, the munitions industry, and allied industries 
whose principal operations center around supplying 
material to our armed forces. 


1928 1929 1930 


A business devoted 
(Continued on page 234) 





” For statistics on profits of various industries, see National In- 
come and Its Composition, Kuznets, containing figures for the years 
1919 through 1938. Another source is the annual Report of the 


Commissioner of Internal Revenue on Statistics of Income. 
" United States v. Fisk, 70 U. S. 445, 18 L. Ed. 243; Travellers 
Insurance Co. v. Norton, 24 Fed. Supp. 243. 
122 The importance of even a minor variance in the length of the 
cycle is demonstrated by the exercise of the ‘‘growth formula” 
(Footnote 12 continued on page 234) 
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Relief Provisions of the New 
Excess Profits Tax Act 


(Continued from page 232) 

solely to the manufacture of implements of war will 
necessarily have a cycle coinciding with the war cycle 
rather than the general business cycle. The excess 
profits tax is essentially designed to drain off war 
profits, yet if the industries that devote themselves to 
the manufacture of implements of war do not make a 
profit during war times they certainly will not be able 
to stay in business. While it may seem strange that 
the war excess profits tax should have relief provi- 
sions broad enough to permit war industries to obtain 
relief, yet there appears no alternative to granting 
some measure of relief to those industries unless they 
are to be nationalized and maintained during the peace 
years at the expense of the government. 


Sporadic Periods of Production 


Other industries may have experienced abnormal 
years during the base period, not so much because they 
were out of line with the general business cycle, but 
because their production and profits are dependent on 
a fortuitous combination of circumstances entirely 
apart from the business cycle. The canning industry 
is an example of this general type that is entitled to 
relief under these new provisions. The profits in this 
industry are dependent upon the size of the pack and 
the market price obtainable, neither of which factors 
can be controlled by the industry. If a member of 
the canning industry can average one good year out 
of four, the profits of that one year will enable it to 
stay in business. Obviously, if such a taxpayer did 
not experience a single good year during the base 
period, the earnings for that period would not repre- 
sent the normal earnings, and if the taxpayer should 
be subsequently limited to those poor earnings, it 
simply could not stay in business. 


If relief is claimed under this section, the taxpayer 
must show, first, that its own earnings for the base 
period are not a fair measure of normal earnings, and 
then it must show that this condition is caused by’fac- 
tors which affect the entire industry of which taxpayer 
is a member. The establishment of figures which 
should be the basis for a constructive income for the 
taxpayer during that base period will be more diffi- 


(Footnote 12 continued from page 232) 
option by taxpayers on the fiscal year basis as compared with those 
on the calendar basis. Section 712 gives a taxpayer the privilege 
of increasing his average base period income by one-half the amount 
by which the total income for the last two years of the period 
exceeded the income of the first two years. Fifty per cent of the 
taxpayers whose tax year ended December 31, 1939, exercised this 
option, whereas 75% of those on the fiscal year basis, whose tax 
year extended over into 1940, exercised the option. A few months 
made a great difference in the profits of these companies, so a few 
months variance in the timing of the cyclical swing of a business 


could be of substantial importance in computing the credit for 
‘normal income.”’ 
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cult. The statistics of the income of the industry as 
a whole will not afford much help in this case, since 
it is presumed that the industry as a whole suffered a 
depression during the base period. Rather it will de- 
pend more upon the earnings of taxpayer itself for 
whatever may be regarded as normal years, with these 
earnings projected into the base period. 


Change in the Character of the Business ~ 


By far the greatest number of situations calling for 
relief involved a substantial change in the character 
of the business of the corporation during the base 
period, with the result that the new business had not 
reached the earning level it would have reached had 
the change been made earlier. Consequently, rather 
detailed provisions were included in the new act to 
cover this type of situation. If a taxpayer did change 
the character of its business during the base period, 
or if it started in business during the base period and 
did not reach the earning level of profits which it would 
have reached had it made the change or had it com- 
menced business two years earlier, then it will be 
permitted to prove as constructive earnings for the 
base period the earnings it would have made had such 
change been effected two years earlier. 

For example, a corporation manufactured snuff at 
a loss until 1934, when it changed to the manufacture 
of cigars. Due to normal difficulties in establishing 
trade connections, it did not realize what might be 
regarded as its normal earnings until 1938, and since 
that time it has done quite well. The Ways and Means 
Committee cites that example as one of the instances 
in which a corporation would be permitted to show 
what would have been its earnings during the base 
period had it made the change to the manufacture of 
cigars two years earlier, so that the base period in- 
cluded four years of normal earnings. 


The statute gives the term “change in the character 
of the business” a rather broad meaning by providing 
that it includes a change in the operation or manage- 
ment of the business, a difference in the products or 
services furnished, a difference in the capacity for 
production or operation, a difference in the ratio of 
non-borrowed capital to total capital, and the acqut- 
sition during the base period of all or a part of the 
assets of a competitor. The following examples cited 
by the Ways and Means Committee and the Senate 
Finance Committee further show the intended scope 
of this provision: 

In 1938 a corporation was organized to operate a 
delivery route selling food products, such as peanuts 
and potato chips. During its first year of operation, 
the company showed a loss, but during 1939 its earn- 
ings increased in each quarter year period. With this 
demonstration of steady growth, the corporation 
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It may be as long as three years before a change in sales policy 
is reflected in a company’s earnings. 


— 
=————— 


might be deemed to have not reached its normal earn- 
ings level during the base period and would be per- 
mitted to show what its base period earnings would 
have been under normal conditions had it commenced 
its business in 1936 and had the full base period in 
which to operate. 

In 1936 a corporation was reorganized, and an en- 
tirely new Board of Directors took over the manage- 
ment of the company. The method of marketing the 
company’s products from door to door was changed to 
direct sales to retailers. Other changes were made in 
the production methods of the company. The effect 
of these changes in sales and production policies and 
in the general management of the company was not 
reflected in the company’s earnings until 1939. This 
complete change of management must be regarded as 
a change in the character of the business, as that 
phrase is used in the Act, and the corporation would 
be entitled to show what its base period earnings 
would have been had such change been effected two 
years earlier. 

A company engaged in mining coal changed in 1938 
from a system of handloading to mechanized loading. 
As a result of the lower cost of mechanized loading, 
the company showed profits for subsequent years. 
Such a change in the methods of its operation would 
entitle the company to show what would have been 
its earnings during the entire base period had it made 
the change in the character of its business two years 
before it did so. The same would be true of the dental 
equipment manufacturer who in 1937 began manufac- 
turing custombuilt precision parts and instruments 
for the aviation industry, using surplus capacity for 
that purpose. This corporation also would be entitled 
to show what its earnings would have been had it 
entered such field two years earlier. 

This provision, as originally passed by the House, 
required that the change in the character of the busi- 
ness must have been completed before January 1, 1940, 
or the taxpayer must have been committed to make 
such change before that date. This requirement was 
broadened by the Senate to include all changes made 
as a result of a course of action to which the taxpayer 
Was committed prior to January 1, 1940. Thus if a 
change in the character of the business had been ap- 
proved by the Board of Directors and some steps had 
been taken to carry out the proposed change, a tax- 
payer would be entitled to relief under this section 
even though the taxpayer was not legally bound by 
existing contracts with outsiders to complete the 
change. For example, in 1939, a mining company 
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began development of a new mine and the construc- 
tion of a new plant to be used in connection with the 
mining. Considerable sums of money were expended 
for this purpose during the base period, but the mine 
and plant were not completed sufficiently to permit 
the beginning of production until November, 1941. 
Since the company was committed to a course of ac- 
tion prior to January 1, 1940, the change in the char- 
acter of the business will be deemed to have occurred 
during the base period. 


New Businesses 


A corporation organized after January 1, 1940, has 
no alternative but to use the invested capital method 
of computing its credit for excess profits taxes, since 
it had no average earnings during the base period. If 
capital is not a material income-producing factor in 
the new business, the corporation will be unduly 
handicapped, particularly in comparison with its com- 
petitors who may have been in business during the 
base period. For example, a corporation was organ- 
ized early in 1940 in a business which required little 
invested capital, but its earnings were principally de- 
pendent upon the establishment of contacts with its 
customers. For the first two years it operated at a 
loss, but by 1942 it had established customer contacts 
and showed a profit of $50,000. There was invested 
in the enterprise only $10,000, which would give a 
credit of only $800 in computing excess profits tax 
liability, in addition to the specific exemption of 
$5,000. Since the principal asset of this new business, 
good will, was not includible in its invested capital, 
the company would be given the opportunity under 
these new provisions of using a constructive base 
period net income in lieu of the credit based on in- 
vested capital to which it would otherwise be confined. 


The Act does not provide any standards by which 
a constructive base period net income would be es- 
tablished in such a case. Since, however, the under- 
lying theme of all of these relief provisions is the 
construction of a theoretical base period income which 
would be commensurate with that to which a taxpayer 
would be entitled except for the conditions which are 
deemed to warrant him to relief under this section, it 
is probable that the constructive base period income 
for this class of taxpayer would be based upon the 
experience of its competitors. This is about as close 
as the present relief provisions come to the methods 
employed by the relief provisions of the excess profits 
tax during the last war. In this case, however, it 
would not be a comparison of the rates of tax of vari- 
ous competitors, but it would be merely a matter of 
showing what the normal rate of earnings would be 
for a taxpayer in that particular business during the 
base period years when the taxpayer was actually not 
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engaged in business. The taxpayer would pay the 
normal rate of tax on that amount of income equal 
to a normal rate of earnings for such a business during 
the base period, and would pay the excess profits tax 
only on the income over and above that amount. Thus 
in the example we have cited, if the taxpayer could 
prove that the average earnings for such a business 
from 1936 through 1939 would be $40,000 a year, then 
the credit against the excess profits tax would be 95% 
of that amount, or $38,000. The normal tax would 
apply against this $38,000, and the excess profits tax 
against the remaining $12,000. 


Other Factors 


While the general language used gives wide latitude 
in the administration of these provisions, other situa- 
tions equally worthy of relief might arise, which would 
not fall within these provisions for one reason or 
another. So a catch-all category was added to grant 
relief on account of any other factors affecting a tax- 
payer’s business which may have resulted in an inade- 
quate standard of normal earnings during the base 
period. Relief could be granted under this catch-all 
provision in those cases where the situation com- 
plained of was in keeping with the general principles 
of these relief provisions, but for some reason or other 
the conditions failed to come within the specific re- 
quirements of any one of the other provisions. An 
example cited is that of a distillery organized in 1935, 
which had relatively little reserve stock for marketing 
during the base period. Because of the time required 
for aging its product, it had small sales during the 
base period, and its earnings for that period were 
therefore abnormally low. Even though the taxpayer 
might not be able to meet the conditions of the other 
relief provisions, its plight is of the same general 
character which prompted the enactment of this set 
of relief provisions, and the taxpayer would be entitled 
to relief under this last catch-all provision. 


How to Apply for Relief 


A taxpayer entitled to relief under these broad pro- 
visions must nevertheless compute the tax without the 
application of these provisions, and pay that amount 
of tax unless the excess profits is in excess of 50% 
of the normal income for that year. In the latter 
event, a taxpayer may defer payment of an amount 
of tax equal to 33% of the reduction claimed in the 
tax by the application of these relief provisions. 


In any event, a separate application must be filed 
for relief under this section of the Act within six 
months from the date of the filing of the income tax 
return. As to prior years to which these relief provi- 
sions are also applicable, a separate application for 
relief must be filed within six. months from the date 
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of the passage of the Act, or by April 21, 1943. Other- 
wise the taxpayer forfeits all right to relief excepting 
as he may subsequently assert his right to relief as an 
offset against a deficiency asserted by the Commis- 
sioner. Applications for relief will first be acted upon 
by the Commissioner, and from his determination an 
appeal may be filed, if desired, with the Board of Tax 
Appeals. A special division of this Board, consisting 
of not less than three members, will act on these ap- 
peals, and the decision of that special division will be 
regarded as a decision by the Board as a whole. 

The Treasury has made a courageous attempi to 
grant relief in needy cases without at the same time 
sabotaging the principle of the excess profits tax. The 
language used and the examples cited by the Ways 
and Means Committee and by the Senate Finance 
Committee give wide latitude for the accomplishment 
of that avowed purpose. Whether that purpose will 
be accomplished depends in some part upon the admin- 
istrative officials, but to an even greater extent upon 
the division of the Board of Tax Appeals that will ulti- 
mately pass upon the appeals taken from the Commis- 
sioner’s rulings. The decisions of that Board will 
necessarily chart the course for the relief to be granted 
under these provisions, and upon the sound judgment 
and economic wisdom of its members will hang the 
fate of many a business. 


Interpretations 


(Concluded from page 219) 
Alliance, 316 U. S. 107, 42-1 ustc J 9440, is distinguished since 
the transaction there involved distributions of property of a 
liquidating corporation within the purview of Sec. 112(b) (6). 
—CCA-7, Great Lakes Coca-Cola Bottling Company, Petitioner, 
v. Commissioner of Internal Revenue, Respondent. 


Corporation dividends paid credit: Liquidation distribution. 
—Where a taxpayer-corporation was liquidated and dissolved 
by distribution of all of its assets, subject to liabilities, to the 
owner of all of its outstanding capital stock in cancellation 
of that stock, it is entitled to a dividends paid credit in the 
amount of its earned surplus which was accumulated after 
February 28, 1913 under Sec. 27 (g), 1938 Act.—CCA-7, 
Commissioner of Internal Revenue, Petitioner, v. Winchester Re- 
peating Arms Company, Respondent. Winchester Repeating Arms 
Company, Petitioner, v. Commissioner of Internal Revenue, Re- 
spondent. 43-1 ustc J 9331. 


AAA Taxes: Claim for refund: Failure to prove burden not 
shifted—The Court finds that the taxpayer failed to establish 
that it did not shift the burden of floor stocks tax on cotton 
fabric, and refund of amount paid is denied. Government’s 
counterclaim, for portion of tax allowed by Commissioner, 
denied for failure to show error—DC E. D. Pa., Lee Rubber 
and Tire Corporation v. United States of America. 43-1 ustc 
1 9322. 


Statute of limitations: Reconsideration by Commissioner of 
claim for refund after formal rejection Once a claim of re- 
fund for processing taxes under Sec. 904, 1936 Act, has been 
rejected by the Commissioner, any subsequent consideration of 
the matter by the Commissioner does not operate to extent 
the period within which suit may be begun —DC S. D. N. Y., 
Lian Brothers, Plaintiff, v. The United States of America, Defend- 
ant: -43-1 ustc J 9330. 








it Car 
may 
in re 
Tt 
refut 
for 1 
plan 
cial 
The: 
muc 
T 
that 
usec 
taxe 
that 
193; 
pres 
eral 
bou 
fun: 
are 
and 
A 
tha 
thr 
Ne 
for 
tor 
era 
ha’ 
tio 


5 


eV. 


Wi 





her- 
Ling 
3 an 
Nis- 
pon 
1 an 
Tax 
Hing 
ap- 


| be 


i to 
ime 
The 
ays 
ince 
ent 
will 
nin- 
pon 
ulti- 
nis- 
will 
ited 
lent 


the 


since 
of a 
) (6). 


oner, 


tion. 
Ived 
» the 
ition 

the 
after 


Irms 


Re- 








April, 1943 


Gasoline and Other Motor Fuel Taxes 
(Continued from page 206) 

it can be readily tested even though certain state laws 

may need frequent revision because of improvements 

in refining gasoline to raise its anti-knock qualities. 

The greatest difficulties are due to exemptions and 
refunds of tax allowed in many states for gasoline used 
for non-highway purposes such as that used in air- 
planes, farm tractors, dry cleaning, or other commer- 
cial work, stationary gas engines and motor boats. 
These provisions open the way for evasion and require 
much checking on the part of administrators. 

The United States Bureau of Public Roads reported 
that in 1941, 26,937,361,000 gallons of gasoline were 
used of which 1,276,535,000 were exempt from tax and 
taxes on 1,405,829,000 were refundable. This means 
that about 10 per cent of the total was not taxed. In 
1937 this percentage was about 8 per cent. At the 
present time ten states permit no exemptions. Sev- 
eral states permit exemption only when gasoline is 
bought in large quantities.* Most states allow re- 
funds to dealers, however, on proof of loss. Dealers 
are also allowed a reduction of tax in all but ten states 
and the District of Columbia.”® 


A practice that has spread widely is the requirement 
that all gasoline be admitted into the state only 
through ports of entry. Arkansas, Colorado, Kansas, 
Nebraska, Louisiana, Ohio, and Utah use this system 
for checking gasoline importation and enforcing mo- 
tor vehicle regulations as to weight, length, etc. Sev- 
eral other states, notably California and Louisiana, 
have such a system primarily for horticultural inspec- 
tion, others for tourist information. 


No adequate study has been made of the amount of 
evasion, but it was estimated at $25,000,000 for 1936.?" 
In 1940, the amount arrived at by another estimator 
was $40,000,000, or 4 per cent of collections. This 
latter authority had estimated $50,000,000 evasion for 
1935, which was 8.2 per cent of the total collections for 
that year; 18 thus an improvement in administration 
was indicated. 


So serious is this administrative problem, however, 
that states have been advised to eliminate completely 
all refunds and exemptions.’® Other administrative 
problems are caused by smuggling, particularly if the 
tax rates in adjacent states are different, or if gasoline 
can be brought in by water. The opening of the Mis- 
sissippi barge line created a completely new difficulty 





4 


Alabama, Georgia, Iowa, Kentucky, Louisiana, Nebraska, Penn- 
Sylvania, South Carolina, Utah, Vermont. 

: Kansas, 40 gallons; New Mexico, 50 gallons; West Virginia, 25 
Za lons. 

‘* Alabama, California, Florida, Idaho, Maryland, Massachusetts, 
New Jersey, Oregon, Rhode Island, Wyoming. 

" New York Journal of Commerce, May 4, 1937. 

* Tax Administrators News, April, 1940, citing Business Week, 
February 24, 1940. 
‘* Federation of Tax Administrators, Research Report, No. 8, p. 22. 
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for gasoline tax administrators. Other new groups of 
problems have’ been introduced by the extended use 
of diesel engines and by the increased use and numbers 
of airplanes. 


Diesel Motor Fuel Taxes 


A diesel engine is much heavier than a gasoline en- 
gine. The initial cost is greater. It is more difficult 
to start and lacks smoothness of performance. A 
diesel motor has, however, hill climbing ability supe- 
rior to that of the gasoline motor and is notably 
cheaper to operate. Savings in operation result from 
lower volume of fuel consumption and from use of 
cheaper grade of fuel. —The common type of fuel used 
in diesel engines is No. 2 heating oil, but liquefied 
gases such as propane and butane are also used. Sav- 
ings are estimated at 60 per cent of fuel cost per mile. 

Problems of taxing fuel oil are more difficult than 
those of taxing gasoline for several reasons. First, 
there are no centralized distributors for diesel oil as 
there are for gasoline. Countless small dealers retail 
fuel oil which they obtain from small jobbers. This 
oil is used for many purposes other than for propelling 
motor vehicles, such as for heating houses, plant 
operation, and countless non-highway uses. In fact, 
the amount used for truck and bus engines is a very 
small proportion of the whole. It would be neither 
feasible nor equitable therefore to tax all diesel oil sold. 

Secondly, it is obvious that a system of refunds and 
exemptions granted for non-road use as developed for 
the gasoline tax administration would result in an 
enormous number of refund and exemption applica- 
tions, and very complicated and expensive auditing by 
state administrators. In fact, Ohio once tried this 
method but gave it up because of the excessive amount 
of work and expense involved. Some states tax diesel 
oil used in motors on the highway. In most cases 
the rate is the same as for the gasoline tax. . Two 
states, however, impose special rates. Nevada levies 
a one cent higher tax on fuel oil used for highway pur- 
poses. Texas levies a rate of four cents on gasoline 
and eight cents on liquid fuels other than gasoline. 
New Mexico tried taxing diesel oil 71%4 cents, while 
gasoline was taxed five cents. This heavy tax, 75 per 
cent on oil at ten cents a gallon, was certainly con- 
ducive to evasion and was repealed. The states are 
divided almost equally in placing responsibility for 
collection of the tax on the user or on the distributor.”° 

In order to compensate for loss of gasoline tax rev- 
enue, seven states and the District of Columbia levy 
special license or registration fees on diesel powered 





2 Twenty-two states require the user to pay the tax; twenty-six 
and the District of Columbia require the distributor to collect 
the tax, 
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trucks.” In several states the fee is twice that for 
trucks using gasoline, namely, in Delaware, the Dis- 
tric of Columbia, Nebraska, and Vermont. In some 
states the charge is more than double. For example, 
in Massachusetts, diesel motors pay a registration 
fee of $.50 a gross ton, gasoline motors, $.15; in Oregon 
diesel motors pay $1.50 per 100 pounds, gasoline mo- 
tors from $.30 to $.90. It should be noted, however, 
that the states of Massachusetts, Vermont, and Ne- 
braska do not levy a tax on diesel oil. Utah levies a 
special operating tax of 1% cents a mile on diesel pow- 
ered vehicles. Texas increases license fees of diesel 
motors 10 per cent; Washington, 25 per cent. 

One of the most successful methods of administra- 
tion seems to have been the use tax as in operation 
in California, Kentucky, and New York. Two of the 
states, Kentucky and New York, require the operator 
of a diesel motored vehicle to file a bond, secure a 
permit, and agree to make a regular report of the 
amount of fuel used to the proper authorities. In Ken- 
tucky the license fee is $1.00; in New York it is $.25. 
California requires neither fee nor bond. One might 
conclude that no satisfactory method of taxing this 
fuel has yet been found. 


The validity of taxes on diesel fuel oil seems to be 
accepted. On November 12, 1940, the United States 


*t Alabama, Delaware, Massachusetts, Nebraska, 
mont, Washington, and the District of Columbia. 

22 Acme Freight Lines v. Lee, 311 U. S. 702. For a discussion of 
classification of motor vehicles on the basis of the character of 
fuel used, in connection with the imposition of registration fees, see 
Carter v. Tax Commission, 98 Utah 96, 96 Pac. (2d) 727. This 
decision invalidated the diesel fuel tax, so a new law was enacted 
by the legislature in 1941. The constitutionality of this law is now 
before the state supreme court in Garrett Freight Lines v. Tax 
Commission (letter from State Attorney General to authors). 


Oregon, Ver- 






Pension Plans for Employees 
(Concluded from page 214) 

The employee must include in his taxable income 
any amounts contributed by the employer: 

(1) To a trust which does not meet the require- 
ments of 165(a) if the employee’s interest in the 
contribution of the employer is non-forfeitable. 

(2) To purchase annuity contracts under a plan 
which does not meet the requirements of 165(a) if 
the employee’s rights under the annuity contract 
are non-forfeitable except for failure to pay future 
premiums. 

If a trust is used in a pension, stock-bonus or profit- 
sharing plan, or if a plan is used based upon the pur- 
chase of retirement annuities, it should conform to 
165(a) in order to permit the employer to deduct his 
contributions from his gross income and to permit the 
employee to exclude from his gross income the con- 
tributions of the employer. 
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Supreme Court refused to review a case involving the 
Florida diesel oil fuel act.?? 


The newest fuel used in motor vehicles is liquefied 
gases. Alabama, Louisiana, Texas, and Virginia, 
among others, have made their laws broad enough to 
include taxes on this fuel. 


Taxing Gasoline for Airplanes 


Shall gasoline for airplanes be exempt, or taxed at 
special rates, or at the same rates as gas used for 
automobiles? Many state laws originally limited the 
tax to fuel used in motors on the highway. Several 
states have now made special provisions for airplanes. 
Oregon imposes a one cent tax, the revenue from 
which is used for enforcing the state aeronautic law. 
Formerly three cents a gallon of the tax collected in 
Virginia from gas sold for airplanes went to the aero- 
nautic fund. In 1942 this state passed a new law 
permitting full refund of the 5¢ tax for gas used in 
flying outside the state. Flyers within the state may 
apply for a 2¢ refund. Wyoming taxes gas for air- 
planes only 2 cents a gallon if purchased in amounts 
in excess of 10,000 gallons a month. The proceeds are 
for airports. Idaho allots the tax on fuel used in 
aircraft to the state aeronautical fund. Maine also dis- 
tributes to the aeronautical fund one-eighth of the tax 
on airplane fuel plus the unclaimed refund of three- 
fourths of the tax for purposes other than for motors 
on the road. Kentucky now exempts aviation gasoline. 


(“Gasoline and Other Motor Fuel Taxes” will be 


concluded in the May issue of TAXES—The Tax 
Magazine.) 





If any other plan is used, the employer should be 
permitted to deduct his contributions if he has de- 
prived himself of all interest in the contributions he 
has made and if they are a reasonable and necessary 
business expense. 

If a trust or annuity plan is not used, the contrilbu- 
tions of the employer to the plan should not be in- 
cluded in the taxable income of the employee, if the 
employee does not have the right to take cash instead 
of participating in the plan. 

Under the present regulations, there is no require- 
ment that a pension plan other than a trust be sub- 
mitted to the collector for his approval. 

The new law is effective as to taxable years begin- 
ning after December 31, 1941. However, the require- 
ments of 165(a), which relate to the size of the group 
of employees to whom the plan is available, do not 


have to be met until the taxable years beginning after 
December 31, 1942. 





April, 
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Powers of Appointment and the 
Revenue Act of 1942 

(Continued from page 198) 
of the United States. As to such donees, the Act does 
not become applicable until six months after the dis- 
ability is removed and in the case of soldiers and 
sailors until six months after the termination of the 
The apparent purpose of this exception is to 
exclude property from the estate tax until such donees 
have an opportunity to release their powers. 

By express terms the Amendment does not apply 
to any power created prior to the enactment of the 
Act if the power is released before July 1, 1943 or 
within six months after the donee’s disability is re- 
moved or in cases of persons in the armed forces 
within six months after the termination of the war. 
Specifically, the Act does not apply to unexecuted 
powers held by decedents who die before July 1, 
1943, or held by persons under disability or in the 
armed forces who die at any time prior to the expira- 
tion of six months after termination of the legal dis- 
ability or the war, as the case may be. Thus, until 
the war is over a soldier or sailor holding a general 
power of appointment may refrain from exercising 
his power and not be subject to tax, although if such 
a power is exercised, the appointed property will be 
taxable. The Amendment also permits the executor 
of the donee’s estate (unless the donee’s will directs 
otherwise) to recover from the appointees or the 
takers in default the proportionate share of taxes paid 
by reason of the inclusion of the property subject to 
the power in the gross estate. In the absence of clear 
contrary directions in the will, hereafter persons re- 
ceiving property subject to a power of appointment 
are treated in the same manner as beneficiaries of life 
insurance and must pay their share of the Federal 
estate tax. At the same time, by including such prop- 
erty in the gross estate the amount of tax payable 
from the donee’s own independent property is in- 
creased. Now more than ever, directions as to pay- 
ment of Federal estate tax should be clear and specific 
in wills drawn for donees holding taxable powers and 
persons owning life insurance so that the entire tax 
burden will be equitable and carry out the testator’s 
intentions with respect to the actual payment. 


war. 

































Gift Tax Act Reference to Powers of Appointment 


As a counterpart to the Amendment to the estate 
tax, the 1942 Revenue Act amends the gift tax provi- 
sions to include for the first time specific reference to 
powers of appointment. In general, by the Amend- 
ment an exercise of a power which is exercisable by 
deed or the release of a power of appointment, 
whether the power is exercisable by deed or will, is 
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deemed a transfer of property by the person holding 
such a power. Powers that are excluded from the 
operation of the estate tax law are likewise excluded 
from the gift tax law. 

The Act does not specify how property subject to 
a power is to be valued in determining the gift tax. 
Assume a donee having a life estate in property is 
given a power to appoint the remainder by will. If he 
releases the power during his lifetime, is the entire 
value of the property or only its commuted value 
subject to the gift tax? It would seem that the gift 
tax should be based on the commuted value which 
would be computed by deducting from the present 
value of the property the value of the donee’s life estate 
as determined by proper life expectancy tables. Ifa 
contingent power is released after the first of the year, 
the value of the property subject to tax will be more 
difficult to determine. 

The Amendment specifically provides that a re- 
lease of a power before July 1, 1943, shall not be 
deemed a transfer of property. Therefore, any person 
holding a taxable power of appointment, a general 
power being the outstanding example, has until the 
first of the year to release his power without any tax 
liability. 


Are Powers Releasable? 


As the new Act contemplates the release of powers 
of appointment, the question with which we are all 
vitally concerned is whether or not powers are re- 
leasable and if so the manner of release. In constru- 
ing the prior law relating to powers of appointment, 
the Board of Tax Appeals and Federal courts have 
held that state law controls in determining whether 
or not a power has been effectively exercised.” As 
the new Act speaks of exercise and release of powers, 
it should follow that state law will govern as to 
whether or not a power has been effectively released. 
The operation of the tax law would of necessity seem 
to depend upon local law.* It has been suggested that 
even though local law clearly denies the right to re- 
lease that if an attempt is made to release the power, 
such a release is binding upon the taxing authorities. 
This would be an anomalous situation for then under 
state law the donee would be able to, and might exer- 
cise the power by his will, while the power for tax 
purposes would not be in existence. When release 
was written into the new Act, it was recognized by 
the House and the Senate in their respective Com- 
mittee Reports that state law would govern releas- 
ability of powers. Our question is then further con- 
fined to a determination as to whether or not powers 
may be released effectively in Illinois. 


2 Cone, 31 B. T. A. 515 (A) (1934); Wakefield, 44 B. T. A. 667. 
(1941); Leser v. Burnet, 46 F. (2d) 756 (C. C. A. 6th, 1931), 

3 See Helvering v. Stuart, United States Supreme Court, Novem- 
ber 16, 1942. 
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Prior to 1942 Little Incentive to Release Powers 


The lack of direct authority and confusion on the 
subject of releasability of powers is understandable 
as prior to the 1942 Revenue Act there has been little 
incentive or reason to release powers. Most of the 
American cases have involved titles to real estate 
where the donee of a power of appointment has con- 
veyed or joined in the conveyance of real property 
subject to a power. 

As there are so many different types of powers ex- 
ercisable in various manners, of necessity, they must 
be classified. We are familiar with the classification 
of powers as general or special. In defining the rela- 
tion of the powers to the estate held by the donees in 
the property, powers are also classified by many au- 
thorities, including the Illinois Supreme Court,‘ as 
powers appendant or appurtenant, powers collateral, 
and powers in gross. Likewise, powers are classified 
as imperative or powers in trust and discretionary 
powers. Reserved powers are also distinguished from 
granted powers. Whether a given power may be 
exercised by deed or will or by will alone further com- 
plicates the problem. 


Because powers appendant or appurtenant, powers 
collateral and powers in trust are not common and of 
general interest and not seriously affected by the Rev- 
enue Act, I will pass over them as briefly as possible. 
A power is said to be appendant or appurtenant if the 
donee has an interest in the property which would 
necessarily be defeated by the exercise of the power, 
as where a donee is given or acquires a fee with a 
power to appoint the fee. The Illinois Supreme Court ® 
has held in accord with other courts and authorities ® 
that such powers may be released or extinguished, and 
this may be accomplished where the donee conveys 
the property to which the power is appendant regard- 
less of whether the power is general or special or exer- 
cisable by deed or by will. 


Illinois Supreme Court on Power Collateral 


If the donee has no interest in the property subject 
to the power, such a donee is said to have a power 
collateral. The Illinois Supreme Court has said, but 
not held, that such a power, except when exercisable 
by the donee for his own benefit, cannot be released 
or extinguished.* Such a donee is clothed with a 
fiduciary responsibility that cannot be cast aside. 
This is in accord with most American authorities.* 







* Baker v. Wilmert, 288 Tll. 434, 123 N. E. 627 (1919). 

5 Baker v. Wilmert, 288 Ill. 434, 123 N. E. 627 (1919); McFall v. 
Kirkpatrick, 236 Ill. 281, 86 N. E. 139 (1908); Hill v. Sangamon 
Loan & Trust Co., 302 Ill. 33, 134 N. E. 112 (1922). 

® Carey and Schuyler, Illinois Law of Future Interests, Section 
376; Kales, Future Interests, Section 611; Gray, Release and Dis- 
charge of Powers, 24 Harv. L. R. 511 (1911). 

7 Baker v, Wilmert, 288 Ill, 434, 123 N. E. 627 (1919). 

8’ Carey and Schuyler, Section 377; Gray; Kales, Section 611. 
Contra, Simes, Future Interests, Section 284. 
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The courts ® and authorities *° are also in agreement 
that powers in trust or imperative powers may not 
be released or extinguished. A power is said to be 
in trust where it is the manifest intention of the donor 
that the donee should exercise the power. If such 
a donee fails to exercise an imperative power, a court 
of equity will exercise it in favor of the objects of 
the power."? Property left in trust with a direction 
to a donee to dispose of the property to his children 
by will with no gift over in default of appointment 
would be an example of a power in trust. Property 
left to a trustee with direction to make such distribu- 
tion of the trust assets among the heirs at law of the 
testatrix as the trustee shall deem each of them worthy 
has been described as a power in trust by the Illinois 
Supreme Court.” 


Reserve Power Not Affected by New Act 


A self created or reserved power should not be 
affected by the new Act. Ifa person creating a trust 
should reserve the power to appoint the property, 
there should be no objection to his making the gift 
absolute by giving up his power. Such a reserved 
right to designate future beneficiaries of the trust, 
whether the selection be unlimited or confined to the 
descendants of the creator of the trust, would not seem 
to be governed by the section of the Act dealing with 
powers of appointment. Reserved powers would 
probably come within Section 811 (c) or (d) as one 
“intended to take effect in possession or enjoyment 
at or after death” or one in which the trust is subject 
to change through the exercise of a power “to alter, 
amend or revoke.” ** 


Where the donee has an interest, usually a life es- 
tate, in the property over which he has a power of 
appointment, and the interest of the donee would not 
be affected by the exercise of the power, the donee’s 
power is referred to as a power in gross. This is the 
type of power with which we are most familiar and 
which will be most commonly affected by the 1942 
Revenue Act. Such a power may be created so as 
to be exercisable by deed or by will or both. Ifa 
donee may presently exercise such a power by deed, 
particularly if it be general, there should be no objec- 
tion to a present release.* The big problem arises 
where, as in the usual case, the power is exercisable 
by the donee’s will and the discussion that follows 
is limited to that type of power. 








® Baker v. Wilmert, 288 Ill. 434, 123 N. E. 627 (1919); McFall v. 
Kirkpatrick, 236 Ill. 281, 86 N. E. 139 (1908). 

1” Simes, Sections 280-1; Carey and Schuyler, Section 378. 

1 Wetmore v. Henry, 259 Ill. 80, 102 N. E. 189 (1913); Carey and 
Schuyler, Section 371; Simes, Section 287. 

12 Wetmore v. Henry, 259 Ill. 80, 102 N. E. 189 (1913). 

13 Commissioner v. Chase National Bank, 82 F. (2d) 157, cert. den. 
299 U. S. 552 (1936). See also Sanford v. Commissioner, 308 U. §. 
39 (1939). 

'* Carey and Schuyler, Section 378; Gray. 
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Power Exercisable by Donee’s Will 


To poise the problem precisely: Property is left 
in trust with income payable to A for life; upon A’s 
death, he is given the power to appoint by his will to 
a limited or unlimited class of takers; in default of 
appointment the property is to go to B or a class of 
A’s power is said to be general if there is 
no limitation as to the beneficiaries to whom he may 
appoint, and his appointment may be to his estate or 
his creditors. If there is a limitation as to the class 
of appointees, the power is described as special. 


persons. 


The releasability of a general testamentary power 
in gross has never been passed upon by the courts 
of this state. At the same time, no English or Amer- 
ican case has come to my attention, holding the release 
of such a power to be invalid. The case of Baker v. 
Wilmert,'° decided by the Illinois Supreme Court in 
1919, has frequently been cited both within and with- 
out Illinois as an authority on releasability of powers. 
In that case the life tenant, who had been given a 
special power exercisable by will, subsequently ac- 
quired the fee, thus changing her special power in 
gross to a power appendant. She then conveyed the 
property by a warranty deed. By her deed she re- 
leased, relinquished, and extinguished the power and 
covenanted not to exercise it. In a partition proceed- 
ing the court held that the power had been extin- 
guished. However, in its opinion the court also 
defined powers appendant or appurtenant, powers 
collateral, and powers in gross and discussed the re- 
leasability of each type of power. In so doing, the 
court said that powers in gross, if not coupled with a 
trust, may be released by the donee. This case has 
been cited by Professor Simes 7° and the Pennsylvania 
Supreme Court ‘7 as authority for the release of a 
power in gross. 


Stand of English Courts 


The English courts, even apart from the statute of 
1881, have taken a very liberal attitude and held 
that all powers other than powers simply collateral 
and powers in trust may be released by the donee. 
Under the English statute a person to whom is given 
any power, whether appendant, in gross, or simply 
collateral and whether exercisable by deed or will, 
may release or contract not to exercise the power. 
The American courts, although in general construing 
release of powers more narrowly than the English 
courts, have not objected to the releasability of gen- 
eral testamentary powers in gross.?® 


* Baker v. Wilmert, 288 Ill. 434, 123 N. E, 627 (1919). 
* Simes, Section 283. 
“ian Alexander, 304 Pa, 288, 156 Atl. 84 (1931). 
., 14 and 45 Vict., Chapter 41, Section 52. 
Lyon v, Alexander, 304 Pa. 288, 156 Atl. 84 (1931); Atkinson 
. Dowling, 33 S. C. 414, 12 S. E. 93 (1890). See also Note in 76 
A. L. R. 1430 where American and English cases are collected. See 
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Were it not for the case of The Northern Trust Com- 
pany v. Porter,” decided by the Illinois Supreme Court 
in 1938, it would seem clear that the Illinois courts 
would recognize the release of such powers. In the 
Porter case, the donee of a general testamentary power 
for a consideration had contracted during her life- 
time to exercise her power in a certain manner. The 
exercise of the power by her will was not in accord- 
ance with the contract. The disappointed party to 
the contract sought specific performance of the con- 
tract or in the alternative damages for its breach. 
The Supreme Court in holding the contract to be void 
and in denying specific performance or damages said: 


“The donor, in giving a general power of appointment by 
will, only, intends that the donee shall retain his discretion as 
to who shall receive the property subject to appointment, until 
the time of his death. The purpose of giving such power is to 
allow the exercise of such power to represent the final judg- 
ment of the donee. To permit a contract to appoint in a certain 
way to be binding would be, in effect, to change the power 
from a general testamentary power to a power to appoint by 
deed or will. The intention of the donor must not be thus 
circumvented.” 

The language used by the court is troublesome and 
further confuses the question of destruction of powers. 
Reasoning from the Porter case, it would seem that a 
release of a power has the same effect as an exercise 
of the power in favor of the takers in default; and 
since a power exercisable by will may not be exercised 
by deed, a release of a testamentary power is improper. 


This is the conclusion of Carey and Schuyler.”* 


Perhaps a contract to appoint and the release of a 
power may be distinguished and perhaps the Illinois 
Supreme Court in a case squarely presenting the 
validity of a release and particularly a release made 
to take a tax advantage offered by the Revenue Act 
will not find itself bound by the language used in the 
Porter case. 


Power Exercised v. Power Extinguished 


It is significant that in Baker v. Wilmert,?? which 
involved the release of a power, it was contended 
that since the creation of the power stated that it 
should be exercised by will, it could be exercised in 
no other way. In dismissing this contention, the court 
said that,the question before it was not the exercise 
of a power but whether or not the power may be 
extinguished. 

Our court does not stand alone in holding a con- 
tract to appoint to be invalid. courts of other juris- 
dictions and other authorities ** have reached the same 
conclusion and on much the same basis as the Illinois 
Supreme Court. In the Porter case the Restatement 





also: Simes, Section 283; Restatement of the Law of Property, 
Section 334; Kales, Section 611. 
20 368 Ill. 256, 13 N. E. (2) 487 (1938). 
21 Section 378. Accord, Gray. 
'. 2 Baker v, Wilmert, 288 Ill. 434, 123 N. E, 627 (1919). 
~ 3 Carey and Schuyler, Section 380, et seq. 
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of the Law of Property was quoted with approval to 
the effect that by giving a testamentary power the 
donor intends the discretion as to the exercise of the 
power to be retained until the donee’s death and to 
permit specific performance of a contract to appoint 
would defeat the donor’s intent. At the same time the 
Restatement of the Law of Property concludes that a 
testamentary general power may be released. 

The New York Court of Appeals ** denied specific 
performance of a donee’s contract to appoint to cred- 
itors saying, as did our court in the Porter case, that 
the power being exercisable by will, it could not be 
exercised by deed; that the exercise of the power was 
to represent the final judgment of the donee; and to 
permit the donee to contract to appoint the property 
would defeat the donor’s intent. 

Also, the Massachusetts Supreme Judicial Court *° 
in an early case has not only said that equity would 
not compel specific performance of a contract to ap- 
point, but also refused to permit a creditor to whom 
an appointment was made by will pursuant to a con- 


tract, to take to the exclusion of other creditors of 
the donee. 


The cases dealing with contracts to appoint involve 
substantial benefits passing to the donee as a con- 
sideration for his agreement to appoint. Although the 
courts have denied the right to contract on the theory 
of preservation of the donor’s intent, perhaps the 
underlying motive is to deny to the donee the right 
to bargain away for a consideration the discretion 
vested in him by the donor. By permitting a release, 
courts seem to compromise between conflicting poli- 
cies, one favoring free alienability of property, the 
other seeking to carry out the literal intent of the 
donor. 


Pennsylvania Courts on Release of Power 


In discussing releasability of powers, the Pennsyl- 
vania Court in a fairly recent case ** distinguished be- 
tween general and special powers. The donee of a 
general power, said the court, may appoint to his own 
estate or to anyone in the world and no individual is 
wronged or can complain if he releases the power. But 
in the case of a special power, the donee is clothed 
with a confidence in the nature of a duty and the ob- 
jects of the power may be wronged by a release. 

The problem as to whether or not a special testa- 
mentary power may be released is more troublesome. 
With a definite disagreement of the authorities 77 on 





* Farmers Loan & Trust Co. v, Mortimer, 219 N. Y. 290, 114 
N. E. 389 (1916). 

* Vinton v. Pratt, 228 Mass. 468, 117 N. E. 919 (1917). 

* Lyon v. Alexander, 304 Pa. 288, 156 Atl. 84 (1931). 

7 Gray, Kales, Section 611, Carey and Schuyler, Section 378, and 
Restatement of the Law of Property, Section 335, take the position 


that special testamentary powers in gross are not releasable. Contra, 
Simes, Section 283. 
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this question, the attitude of the Illinois courts as to 
the destructibility of such powers is even more difficult 
to prophesy. There is some force to the argument 
that the donee of such a power owes a duty to the 
objects of the power and should not be permitted 
to divest himself of this duty by a release.”® 

Our Supreme Court,”® however, has said that pow- 
ers in gross, if not coupled with a trust, may be 
released. A special power would not seem to be 
excluded from this dictum, as a general power could 
not be coupled with a trust. 


In considering the releasability of powers in con- 
nection with the Revenue Act, perhaps we may 
assume, or at least hope, that our courts will take a 
liberal attitude so as not to prejudice residents of 
this state from taking advantage of a tax avoidance 
offered to residents of all states. 

In order to avoid the uncertainties of judicial deci- 
sion, state legislation validating release of powers has 
been suggested. Such legislation should, if possible, 
be retroactive so as to include all releases made prior 
to the first of the year. 


If certain types of powers may be released in Illi- 
nois, the donee of the power should give careful con- 
sideration to the consequences of a release before he 
executes it, for the irrevocable relinquishment of a 
power involves the giving up of substantial property 
rights. The amount of property subject to the 
power, the life expectancy of the donee and others 
interested in the property, the persons who take the 
property in default of appointment, the persons who 
may be excluded from receiving the property, the 
uncertainties of the future, and many other prob- 
lems surrounding any particular power should be 
considered before a release is attempted. Many 
donees will not want to release their powers in any 
manner regardless of the tax consequences. 


How Release is to be Made 


Assuming that certain powers are releasable, the 
question remains as to how the release is to be made. 
By reason of the cases dealing with contracts to ap- 
point, only a nominal consideration should be given 
for the release. There is authority that a releasable 
power may be extinguished by a release to anyone 
who could have an interest in the property upon the 
non-exercise of a power.*® The release may be accom- 
plished by a contract, by deed, or by an instrument 
under seal delivered to the persons in interest, declar- 
ing that the power is released, or by a covenant not 





23 Lyon v. Alexander, 304 Pa, 288, 156 Atl, 84 (1931). 
2 Baker v. Wilmert, 288 Ill. 434, 123 N. E. 627 (1919). 


%® Baker v. Wilmert, 288 Ill. 434, 123 N. E. 627 (1919); Restate- 


ment of the Law, Property, Volume 3, Section 336 (1); Simes. 
Section 285, 
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to exercise ; ** and it has been said that a covenant not 
to exercise has the effect of a release forever of the 
power.*? A covenant with the trustee not to exercise 
has been regarded as sufficient to extinguish the 
power.** 

By way of example, a power may be released in 
this manner: The donee of a power could by a written 
instrument describe the power, then release and re- 
linquish it forever to all persons having an interest in 
the property in the event of non-exercise, and at the 
same time covenant with all such persons and the 
trustee not to exercise the power. The donee and 
many, if not all, competent persons who may have an 
interest in the property in the event the power is not 
exercised, should execute the instrument. The trustee 
should likewise sign to acknowledge receipt. In this 
manner all questions of delivery are avoided. Orig- 
inals of the instrument should then be delivered to 
all signing parties. It would be well to have the in- 
strument under seal, acknowledged, and, if real estate 
is involved, recorded in the county where the real es- 
tate is situated. By including the trustee the release 
would then be lodged with the original trust instru- 
ment and the possibility of loss of the instrument of 
release would be minimized. At the same time the 
trustee would have formal notice of the existence of 
the release which would affect the trustee in the dis- 
tribution of the trust property. In some instances, 
by reason of a non-existent class of takers in default, 
the trustee may be the only party able to accept the 
instrument of release. In such cases a release to the 
class and a covenant with the trustee not to exercise 
the power may be a practical method of release. 


Illinois Authority for Power Exercised in Part 


Assuming certain powers to be releasable, an inter- 
esting question is whether such powers may be re- 
leased in part. A donee to effect a tax savings may 
be willing to extinguish his power as to 25% or 50% 
of the property involved, leaving the balance of the 
property subject to the power of appointment and tax- 
able in his estate at death. There seems to be no 
strenuous objection to such a partial release, and it 
could take the same form as a release of all of the 
power. There is authority ** in Illinois that a power 
may be exercised in part and the portion of the prop- 
erty which is not appointed will go to the takers in 
default. It should follow that a power may be released 
in part. In fact, the Illinois Supreme Court ** has held 


_" Lyon v, Alexander, 304 Pa. 288, 156 Atl. 84 (1931); Simes, Sec- 
tion 285; Restatement of the Law of Property, Section 336. . 

*” 77 Solicitor’s Journal 295. 

“77 Solicitor’s Journal 295. 

_* Butler v. Huestis, 68 Ill. 594 (1873); Hopkinson v. Swaim, 284 
Ill, 11, 119 N, E, 985 (1918). 


Pie Hill v. Sangamon Loan & Trust Co., 302 Ill. 33, 134 N. E. 112 
922). 
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a power appendant to be extinguished as to % of the 
parcel of real estate subject to the power. Such a 
release should extend to a percentage of the property 
or specified trust assets as of the date of the release 
rather than as of the death of the donee. 


In considering partial releases the more difficult 
problem is whether or not the donee of a general 
power, or of a special power whose objects are not 
limited to the broad family group prescribed by the 
Revenue Act, may release the power to the extent that 
he may thereafter exercise it only in favor of those 
persons within the prescribed class. This type of re- 
lease is not merely academic, for if any taxable power 
may be partially released in this manner, the power 
may be preserved without any tax liability whether 
or not it be exercised. 


Many persons holding taxable powers may be ex- 
tremely reluctant to give up the right to appoint any 
part or all of the property subject to the power. But 
such a donee may be willing to limit his right to 
appoint to his spouse and descendants. 


Treasury Sanctions of Partial Release 


A partial release of this character has the sanction 
of the Treasury Department, through a special ruling 
of Randolph Paul, General Counsel of the Treasury, 
dated November 6, 1942.5° A firm of New York at- 
torneys inquired of Mr. Paul whether the new Amend- 
ments would apply if a beneficiary having a general 
power to appoint, releases the power to appoint to any 
persons other than the specified spouses, descendants, 
and charities before January 1, 1943. This is Mr. 
Paul’s reply and the text of the special ruling: 


“T have your letter dated October 30, 1942, wherein you ask 
whether section 403 of the 1942 Revenue Act applies to an 
existing general power which prior to January 1, 1943, is 
narrowed in scope so that the appointive class does not include 
any persons other than those enumerated in section 811 (f) 
(2) (A) of the Code. 

“An existing power of appointment ‘s not taxed under sec- 
tion 403 merely because it is not entirely released prior to 
January 1, 1943. The taxability of a power which is out- 
standing at the date of the donee’s death depends upon the 
scope of the power at such date. If the power, at such date, 
is exercisable in favor of a class which does not include per- 
sons other than those specified in section 811 (f) (2) (A) of 
the Code, there is no estate tax liability. It is assumed, of 
course, that the power is not exercised by creating another 
power to appoint.” 


This ruling is helpful. It is carefully worded and 
applies only to the effect of such a release on the Rev- 
enue Act. It would seem to follow that the ruling 
presupposes that the power is narrowed in scope ac- 
cording to applicable local law and that such a release 
is valid under the state law. 


Beginning with the assumption that a power may 
be released as to any part or all of the property sub- 


% CCH Inheritance Estate and Gift Tax Service, Par. 6017. 
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ject to it, it is difficult to point to any definite reason 
why a power should not be released in this manner. 
In fact, it may be argued that by releasing to this 
extent the donee is still retaining up until the moment 
of his death some discretion granted to him by the 
donor of the power and that his release does not 
operate as an execution of his testamentary power to 
the takers in default during his lifetime, which is the 
objection to release from the language of the Porter 
case. 

Regardless of all the arguments in favor of a release 
which limits the scope of the power, its validity under 
local law may be questioned on the ground that the 
donee is in effect recreating the power and to this 
extent rewriting the instrument which created it. 

If after July 1, 1943 a power should be narrowed 
in scope by a partial release, there may be a ques- 
tion as to whether such action would involve a gift 
tax. If the creator of an irrevocable trust retains 
no interest in the income or principal for himself, but 
reserves the right to change the beneficiaries, such a 
transfer is not taxable under the gift tax law even 
though the creator of the trust cannot name himself 
as a future beneficiary. The United States Supreme 
Court ** has said there is no gift tax under such a trust 
for the reason that the beneficiaries are not irrevocably 
designated as long as the reserved right is outstanding. 
The same theory should apply to a partial release 
which narrows the scope of the power. Under such 
a release the donee has not made an absolute com- 
mitment as to the ultimate takers of the property but 
reserves the right up until the moment of his death 
to determine the beneficiaries of the trust property. 

If a power is released in any manner, the donee, of 
course, should not directly or by implication exercise 
the power to the extent that it is released. If this is 
done, litigation may follow. As powers have been 
held to be exercised by the residuary clause, perhaps 
it would be well for the donee in his will to specifically 
refer to the power and set forth the extent to which 
it has been released. This would not only be consist- 
ent with the release, but would remove all questions 
as to the donee’s intent. With releases outstanding, 
the general use of the phrase, “including all property 
over which I have any power of appointment” in that 
part of the will which disposes of the residuary estate, 
may now, more than ever, lead to litigation. 

Because of the lack of authority in this state on the 
question of releasability of powers and particularly 
by reason of the language used by the Supreme Court 
in the Porter case, it is impossible to conclude with 
any degree of definiteness that powers exercisable by 





% Sanford v. Commissioner, 308 U. S, 39 (1939). 








April, 1943 





will may be released in Illinois in whole or in part. 
Perhaps there is a practical answer to the problem. 

If a donee holds a taxable power, it is certain that 
the property subject to the power will be taxed in 
his estate if he does nothing about it. It would, there- 
fore, seem that he should consider some type of release 
before July 1, 1943. There are some uncertainties 
in the Act as to the effect of a release after that date, 
but both the estate and the gift tax amendments 
specifically state that if a power is released before 
July 1, 1943, neither tax will apply. Therefore, it 
would be well to complete the release before that 
time. If the power is general, a release as to a part 
or all of the property subject to the power would 
seem to be the most certain method of eliminating 
the estate tax. This is a drastic type of release for 
if it is valid, the donee is forever barred from exercis- 
ing his power to the extent that it is released. 
Although the release which narrows the scope of 
appointment to one or more of the exempt family 
group is less certain than the release which extends 
to a part or all of the property, it does not preclude 
the donee from exercising his power. He may still 
appoint in favor of any one or more of the restricted 
class. Whether the power be general or special, its 
scope could be limited to come within the Act by this 
type of release. Although a release of this character 
may be questionable under Illinois law, it has the 
Treasury Department’s sanction with respect to the 
Revenue Act. 

If the donee releases his power in whole or in part 
and his will does not directly or by implication exer- 
cise the power to the extent that it is released, in the 
absence of positive legislation or a decision by our 
courts between the date of release and the date of 
death, the executor of the donee’s estate would seem to 
be in a good position to argue that the property sub- 
ject to the released power should pass tax free. Since 
Congress provided for the release in the Revenue Act 
and since the donee of the power made every efiort 
to conform with the Act, the tax courts should recog- 
nize the release in determining his taxes. If between 
the date of the release and the date of the donee’s death 
releases should be validated in Illinois either by case 
law or proper legislation, the release of the donee’s 
power would be established and the tax authorities 
would be precluded from questioning its validity at 
the time of his death. If, however, before the donee’s 
death the type of release which he attempted to per- 
fect is held to be invalid, the donee’s power would be 
restored and he would not be harmed. By attempting 
the release of a taxable power, the donee has every- 
thing to gain and nothing to lose under the Revenue 


Act. 


End 











ALABAMA 
May 1—— 
Automobile dealers’ reports due. 
May 10—— 
Automobile dealers’ reports due. 
Oil and gas conservation tax due. 
Tobacco use tax and reports due. 
Wholesalers’, distributors’ and 
alcoholic beverage reports due. 
May 15—— 
Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 
Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 
Motor carriers’ mileage tax and reports 
due. 
May 20—— 
Automobile dealers’ reports due. 
Coal and iron ore mining tax and reports 
due. 
Gasoline tax and reports due. 
Lubricating oils tax and reports due, 
Motor fuel tax and reports due. 
Sales tax and reports due. 


retailers’ 


ARIZONA 

May 5—— 

Alcoholic beverage licensees’ reports due. 
May—First Monday—— 

Bank share tax installment delinquent. 

Property tax (semi-annual installment) de- 

linquent. 

May 15—— 

Gasoline tax and reports due. 

Gross income reports and tax due. 

Motor carriers’ reports and taxes due. 
May 20—— 

Last day to make property tax returns. 
May 25—— 

Motor fuel carriers’ reports due. 


ARKANSAS 
May 10—— 
Alcoholic beverage taxes and reports due. 
Motor fuel carriers’ reports due. 
Natural resources purchase statements due. 
Natural resources severance tax and re- 
ports due, 
May 15—— 
Income tax information returns due. 
Income tax returns and first tax install- 
ment due. 
May 20——— 
Gross receipts tax and reports due. 
Motor fuel tax and reports due. 
Use fuel tax and reports due. 


CALIFORNIA 
May 1—— 
Common carriers’ distilled spirits tax and 
reports due. 
Gasoline tax due. 
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May 15— 
Distilled spirits tax and reports due. 
Gasoline tax reports due. 
Use fuel tax and reports due. 

May 20—— 
Beer and wine tax and reports due. 
Motor carriers’ gross receipts tax due. 


COLORADO 
May 1—— 
Franchise tax due. 
May 5—— 
Motor carriers’ tax due. 
May 10— 
Motor carriers’ reports due. 
Wholesale dealers’ alcoholic beverage re- 
ports due. 
May 14— 
Sales tax and reports due. 
Use tax and reports due. 
May 15— 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Service tax and reports due. 
May 20—— 
Last day to file property tax returns, 
May 25— 
Gasoline tax and reports due. 


CONNECTICUT 

May 1—— 

Amusement park license fees due. 

Gasoline tax due. 

Motor vehicle operators’ licenses expire. 
May 10—— 

Cigarette distributors’ 

due, 

May 15— 

Gasoline distributors’ reports due, 
May 20—— 

Alcoholic beverage tax and reports due. 


inventory reports 


DELAWARE 
May 1—— 
Sussex county property taxes due. 
May—First Monday—— 


Steam, gas and electric company reports 
due. 
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May 15—— 
Alcoholic beverage manufacturers’ 
importers’ reports due. 
Filling station gasoline tax reports due, 
May 31—— 
Carriers’ gasoline tax reports due, 
Distributor’s gasoline tax and reports due. 


and 


DISTRICT OF COLUMBIA 
May 10—— 

Alcoholic beverage tax reports due from 
licensed manufacturers, wholesalers and 
retailers. 

Beer tax reports due from licensed manu- 
facturers and wholesalers. 

May 15— 
Beer tax due. 
May 25—— 
Gasoline tax reports and payment due. 


FLORIDA 
May 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erage reports and taxes due, 
May 15— 
Carriers’ gasoline reports due. 
Gasoline tax and reports due. 
Motor vehicle fuel use tax and reports 
due. 
Transporters’ and carriers’ alcoholic bev- 
erage reports due. 


GEORGIA 

May 1—— 

Last day to make property tax returns, 
May 10—— 

Tobacco wholesale dealers’ reports due. 
May 15—— 

Malt beverage tax and reports due. 
May 20—— 

Gasoline tax and reports due. 


IDAHO 
May 1— 
Last day for mine net profits reports. 
May 9—— 
Motor carriers’ monthly gross revenue re- 
ports due. 
May 10—— 
Beer dealers’ reports due. 
May 15—— 
Electric power company reports and kilo- 
watt tax due. 
Gasoline dealers’ tax and reports due. 


ILLINOIS 
May 1—— 
Personal property tax due in Cook county. 
Semi-annual installment of real property 
tax due in Cook county. 
May 10—— 
Motor carriers’ mileage tax due. 




















































































































































































































































































































































































































































































Cigarette tax returns due. 
Last day to make alcoholic beverage re- 
ports. 
Public utility reports and taxes due. 
Sales tax and reports due. 
Warehousemen’s alcoholic beverage re- 
ports due. 
May 20—— 
Gasoline tax and reports due. 
Oil production tax and reports due. 
May 30—— 
Transporters’ gasoline tax renorts due. 


INDIANA 
May 1—— 
Private car company property taxes due. 
May—First Monday—— 
Property tax (semi-annual 
due. 
May 15— 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Last day to make property tax returns. 
May 20—— 
Bank and trust company intangibles tax 
report and payment due. 
Bank share tax due. 
Building and loan association intangibles 
tax and reports due. 
May 25—— 
Gasoline tax and reports due. 


installment) 


IOWA 
May 1—— 
Electric light and power, gas, water, pipe 
line, electric railway, and elevated street 


railway companies’ property tax report 
due. 


Electric transmission lines’ 
reports due. 
Telephone and telegraph company prop- 
erty tax reports due. 
May 10—— 
Carriers’ gasoline tax reports due. 
Class A permittees’ beer tax reports due. 
May 20—— 
Gasoline tax and reports due. 


property tax 


KANSAS 
May 10—— 
Malt beverage tax and reports due. 
May 15— 
Carriers’ gasoline tax reports due. 
Compensating tax and reports due. 
Motor carriers’ gross ton mileage tax and 
reports due. 
May 20—— 
Sales tax and reports due. 
May 25—— 
Gasoline tax and reports due. 
May 31—— 
Last day for express companies to report. 


KENTUCKY 
May 1—— 
Property tax due in City of Louisville. 
May 2 
Stored distilled spirits tax due. 
May 10—— 
Alcoholic beverage reports due. 
Amusement and entertainment tax and re- 
ports due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 
May 15—— 
Motor vehicle fuel (other than gasoline) 
tax and reports due. 
Passenger carriers’ mileage tax due. 


Public utility gross receipts tax and re- 
ports due. 
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May 20—— 
Oil production tax and reports due. 
May 31 


Dealers’ and transporters’ gasoline tax and 
reports due. 





LOUISIANA 
May 1— 
Gas gathering tax and reports due. 


Pipe line transportation reports and tax 
due, 


Public utility license tax and quarterly 
report due, 
Wholesalers’ tobacco reports due. 
May 10—— 
Importers’ gasoline tax and reports due. 
Importers’ kerosene reports due. 


Importers’ lubricating oils reports and 
taxes due. 
Light wine and beer importers’ reports 
due. 
May 15— 


Carriers’ gasoline tax reports due. 

Carriers’ kerosene tax reports due. 

Carriers’ light wine and beer reports due. 

Carriers’ lubricating oils reports due. 

Income tax returns and first installment 
of tax due. 

Intoxicating liquor manufacturers’ 
dealers’ reports due. 

Wholesalers’ tobacco tax reports due. 

May 20—— 

Dealers’ gasoline tax and reports due. 

Dealers’ kerosene tax and reports due. 

Fuel use tax and reports due. 

Light wine and beer dealers’ and manu- 
facturers’ tax and reports due. 

Lubricating oils tax due; dealers’ reports 
due. 

New Orleans sales and use tax and reports 
due. 

Petroleum solvents reports due. 

State sales and use tax and reports due. 


and 


MAINE 
May 1—— 
Express company reports due. 
Insurance company premiums tax due. 
May 10—— 
Malt beverage manufacturers’ and whole- 
salers’ reports due. 
May 15—— 
Parlor car company reports due. 
Use fuel tax and reports due. 
May 31—— 
Gasoline tax and returns due. 


MARYLAND 

May 1— 

Chain store tax due. 
May 10—— 

Admissions tax due. 
May 30—— 

Motor fuel reports due from purchasers in 

cargo lots. 

May 31—— 


Beer tax and reports due. 
Gasoline tax and reports due. 


MASSACHUSETTS 

May 1—— 

Life insurance company tax returns due. 
May 10—— 

Alcoholic beverage tax and reports due. 

Meals excise tax and returns due. 
May 15—— 

Cigarette distributors’ tax and reports due. 
May 31—— 

Gasoline tax and reports due. 
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MICHIGAN 
May 1— 
Gas and oil severance tax and reports due, 
May 5— 
Carriers’ gasoline tax reports due, 
May 15—— 
Sales tax and reports due. 
Use tax and reports due. 
May 20—— 
Distributors’ gasoline tax and reports due, 
Gas and oil severance tax and reports de 
linquent. 


MINNESOTA 
May 1—— 
Iron severance occupation tax due. 
May 10—— 
Iron severance tax reports due from car- 
riers. 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
May 15—— 
Interstate motor carriers’ mileage tax due. 
May 25—— 
Gasoline tax and reports due. 
Special use fuel tax and reports due. 
May 31 
Iron severance royalty tax due. 





MISSISSIPPI 
May 1—— 
Information reports of railroads due. 
Property tax (second semi-annual install- 
ment) due. 
May 5—— 
Factory reports due. 
May 10—— 


Admissions tax and reports due. 
May 15—— 

Gasoline tax and reports due. 

Liquefied petroleum equipment manufac- 
turers’, dealers’ and jobbers’ reports of 
sales due. 

Manufacturers’, distributors’ and 
salers’ tobacco tax reports due. 
Retailers’, wholesalers’, distributors’ and 
carriers’ light wines and beer reports 

due, 

Sales tax and reports due. 

Timber severance tax and reports due. 

Use tax and reports due. 


whole- 


MISSOURI 
May 1—— 
Insurance company premiums tax due. 
Last day for express companies to file re- 
ports and pay gross receipts tax. 
May 5—— 
Non-intoxicating beer permittees’ reports 
due. 
May 15—— 
Franchise tax due. 
Gasoline tax reports due. 
Retail sales tax and reports due. 
May 25—— 
Gasoline tax due. 
Use fuel tax and returns due. 
May 31 
Soft drinks reports and payments due. 





MONTANA 
May 15—— 
Brewers’ and liquor wholesalers’ reports 
and taxes due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
May 20—— 
Producers’, transporters’, dealers’ and re- 
finers’ crude petroleum reports due. 
May 30—— 
Telephone company tax and reports due. 
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May 31—— 
Last day to file foreign corporation reports 
in counties. 
Property tax 
due. 


(semi-annual installment) 


NEBRASKA 
May 1—— 
Real property tax (first installment) due. 
May 15—— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 
Gasoline tax and reports due. 
Imitation butter reports and taxes due. 
May 20—— 
Non-resident motor carriers’ property tax 
reports due. 
May—Last Monday—— 
Intangible property tax returns due. 


and 


NEVADA 
May 1—— 
Bee owners’ reports due. 
Imported petroleum products (inspection) 
reports due. 
May 15—— 
Carriers’ gasoline tax reports due. 
May 25—— 
Dealers’ gasoline tax and reports due. 
Fuel users’ tax and reports due. 


NEW HAMPSHIRE 
May 1—— 
Domestic insurance company premiums 
tax reports due. 
Gasoline tax due. 
Savings bank and trust company reports 
due. 
May 10—— 
Alcoholic beverage reports and taxes due. 
May 15—— 
Gasoline tax reports due. 


NEW JERSEY 
May 1—— 


Bank share tax (quarterly installment) 
due. 

Property tax (quarterly installment) due. 

May—First Tuesday—— 

Telephone, telegraph, express, parlor and 
sleeping car, gas and electric light, oil 
and pipe line company reports due. 

May 10—— 


Excise tax and reports due from interstate 
busses. 

Gross receipts tax and reports due from 
busses and jitneys in municipalities. 

May 15—— 

Alcoholic beverage reports and taxes due 
from manufacturers, distributors, trans- 
porters, importers and warehousemen. 

Domestic corporation franchise tax and re- 
ports due. 

May 20—— 
Alcoholic beverage retail consumption and 


distribution licensees’ reports and taxes 
due. 


May 30—— 
Carriers’ gasoline tax reports due. 
May 31—— 


Distributors’ gasoline tax and reports due. 


NEW MEXICO 
May 1—— 
Bank tax delinquent. 
Franchise tax due. ; 


Property tax (semi-annual installment) 


Occupational gross income tax and reports 
due. 


Oil and gas conservation tax reports due. 
Severance tax and reports due. 


May 20—— 
Motor carriers’ tax and reports due. 
May 25—— 
Gasoline tax and reports due. 
Use or compensating tax and reports due. 


NEW YORK 
May 15—— 
Franchise (income) tax returns and first 
tax installment due. 
Transportation and transmission company 
additional taxes and reports due. 
May 20—— 
Alcoholic beverage tax and reports due. 
May 25—— 
New York City conduit company tax and 
reports due. 
New York City public utility excise tax 
and returns due. 
May 31—— 
Gasoline tax and reports due. 
Insurance company premiums tax and re- 
ports due. 
Water, gas, electric, etc., company tax and 
reports due. 


NORTH CAROLINA 
May 10—— 
Carriers’ gasoline tax reports due. 
Railroad alcoholic beverage tax and reports 
due. 
Tobacco dealers’ monthly reports due. 
May 15— 
Sales tax and reports due. 
Spirituous liquor tax due. 
Use tax and reports due. 
May 20—— 
Franchise carriers’ and haulers’ tax and 
reports due. 
Gasoline and other motor fuels taxes and 
reports due, 


NORTH DAKOTA 
May 1—— 
Public utility annual reports due. 
May 15— 
Alcoholic beverage transactions tax and 
reports due. 
Gasoline tax and reports due. 
Interstate motor carriers’ mileage report 
and tax due. 


OHIO 
May 10—— 
Admissions tax and reports due. 
Class A and B permittees’ alcoholic bever- 
age reports due. 
May 15— 
Cigarette use tax and reports due. 
May 20—— 
Dealers’ gasoline tax reports due. 
May 30—— 
Carriers’ gasoline tax reports due. 
May 31—— 
Gasoline tax due. 
Last day for sleeping car, freight line and 
equipment companies to file rolling stock 
tax reports. 


OKLAHOMA 
May 1—— 
Oil, gas and mineral gross production tax 
and reports due. 
Property tax installment due. 
May 5—— 
Operator’s reports of mines other than coal 
due. 
May 10—— 
Airports’ gross receipts tax and reports 
due. 
Alcoholic beverage reports and taxes due. 
May 15—— 
Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 
Sales tax and reports due. 


May 20—— 
Carriers’ use fuel oil tax reports due. 
Coal mine operators’ reports due. 
Diesel fuel oil tax and reports due. 
Use tax and reports due. 


OREGON 
May 10—— 
Oil production tax and reports due. 
May 20—— 
Alcoholic beverage tax and reports due. 
Gasoline tax and reports due. 
Motor carriers’ tax and reports due. 


PENNSYLVANIA 
May 10—— 
Malt beverage reports due. 
Spirituous and vinous liquor reports due. 
May 15—— 

Employers’ returns of tax withheld at 
source due under Philadelphia income 
tax. 

Income (state corporate) tax (second in- 
stallment) due. 

Manufacturers’ alcoholic beverage tax and 
reports due. 

May 31 
Gasoline tax and reports due. 


RHODE ISLAND 
May 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
May 15—— 
, Gasoline tax and reports due. 


SOUTH CAROLINA 
May 1—— 
Public utility franchise tax due. 
May 10—— 
Admissions tax and reports due. 
Beer and wine wholesalers’ reports due. 
Last day to file power tax returns and pay 
tax. - 
May 20—— 
Gasoline tax and reports due. 
Motor fuel use tax (other than gasoline) 
and reports due. 


SOUTH DAKOTA 
May 1— 
Passenger motor carriers’ tax due. 
Property tax (first installment) delinquent. 
May 15— 
Alcoholic beverage sales reports due. 
Gasoline tax reports due. 
Sales tax and reports due. 
Use tax and reports due. 
Last day—— 
Interstate motor carriers’ tax and reports 
due. 


TENNESSEE 
May 1—— 
Cottonseed oil mill reports due. 
May 5—— 
Cigarette distributors’ reports due. 
May 10—— 
Rarrel tax on beer due. 
Carriers’ gasoline tax reports due. 
Last day to make alcoholic beverage re- 
ports. 
May 20—— 
Distributors’ gasoline tax and reports due. 
Liquid carbonic acid gas tax due. 


TEXAS 
May 1—— 
Franchise tax due. 
May 15— 
Oleomargarine dealers’ 
due. 
May 20—— 
Carriers’ motor fuel tax and reports due. 


tax and reports 
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Liquefied gas and liquid fuel use tax and 
reports due. 
Motor fuel tax and reports due. 
Oil and gas well servicers’ gross receipts 
tax and reports due. 
May 25—— 
Carbon black production tax and reports 
due. 
Natural gas production tax and reports 
due. 
Oil production tax and reports due. 
Theatre prize and awards tax and reports 
due. 
May 30—— 
Oil carriers’ and producers’ reports due. 


UTAH 
May 10—— 
Carriers’ gasoline tax reports due. 
Carriers’ use fuel tax reports due. 
Liquor licensee reports due. 
May 15— 
Distributors’ and retailers’ 
and reports due. 
Sales tax and returns due. 
Use fuel tax and returns due. 
Use tax and returns due. 


gasoline tax 


VERMONT 

May 10—— 

Alcoholic beverage taxes and reports due. 
May 15—— 

Electric light and power company reports 

and taxes due. 

May 31—— 

Gasoline tax and reports due. 

Tax on deposits in national banks due. 


VIRGINIA 
May 1 

Car, car trust, and mercantile companies’ 
property tax returns due. 

Pipe line transmission corporations’ prop- 
erty tax returns due. 

Property tax returns due from motor bus 
transportation companies in cities and 
towns. 

Public utility reports due. 

Railway and canal corporations’ property 
tax returns due. 

May 10—— 

Beer dealers’, bottlers’ and manufacturers’ 

reports due. 
May 20—— 

Carriers’ gasoline tax reports due. 

Gasoline tax and reports due. 

Use fuel tax and reports due. 


WASHINGTON 
May 1—— 
Private car companies’ property tax re- 
turns due. 
May 10-— 
Brewers’, distillers’, manufacturers’, 
wineries’ reports due. 
May 15— 
Admissions tax and reports due. 
Butter substitutes tax and reports due. 
Carriers’ gasoline tax reports due. 
Compensating tax and reporis due. 
Fuel oil tax and reports due. 
Gasoline tax and reports due. 
Gross income tax and returns due. 
Public utility gross operating tax and re- 
ports due. 
Sales tax and reports due. 
Use fuel tax and reports due. 
May 31—— 
Property tax 
due. 


and 


(semi-annual installment) 


WEST VIRGINIA 
May 1—— 
Bank share tax due. 


Property tax returns due. 
Property tax (semi-annual 
due. 
May 10—— 
Alcoholic beverage tax and reports due. 
May 15— 
Sales tax and reports due. 
May 30—— 
Gasoline tax and reports due. 


WISCONSIN 


installment) 


May 1—— 
Beer tax reports due. 
Coal dock reports due. 
Grain elevator reports due. 
Scrap iron or scrap steel dock operators’ 
reports due. 
Vessels, boats, etc., reports and tax due. 
May 10—— 
Alcoholic beverage tax reports due. 
Tobacco products returns due. 
May 20—— 
Gasoline and diesel fuel tax and reports 
due. 
May 30—— 
Gasoline reports due from transportation 
companies. 
Privilege dividends tax due. 


PVCiTLAanai y= 


WYOMING 
May 1—— 
Railroad property tax returns due. 
May 10—— 
Bank share tax (installment) due. 
Carriers’ gasoline tax reports due. 
Property tax (semi-annual installment) 
due. 
May 15—— 
Gasoline tax and reports due. 
Sales tax and reports due. 
Use tax and reports due. 
May 20—— 
Motor carriers’ tax and reports due. 


* * * 


FEDERAL TAX CALENDAR 
April 15— 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
January 31. Forms 1120 and 1121, 

Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended January 31. Forms 
1040, 1041, 1120, 1120H, 1120L, 1121. 

Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended October 31, with interest at 
6% from January 15 on first installment. 
Form 1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended October 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 


Fiduciary income tax return due for fiscal © 
year ended January 31. Form 1041. 
Foreign partnership return of income 
due by general extension for fiscal year 

ended October 31. Form 1065. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended Oc- 
tober 31, in case of American citizens 
abroad. Form 1040, 1040A, 

Individual income tax return due for fiscal 
year ended January 31. Form 1040, 
1040A, 

Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended January 31, 1941. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax returns 
due for fiscal year ended January 31, 
Form 1120L, 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for March. Form 
957. 

Nonresident alien individual income tax 
return due for fiscal year ended October 
31, Form 1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended October 31. Forms 
1040NB, 1040NB-a. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
October 31. Form 1120NB. 

Partnership return of income due for fiscal 
year ended January 31. Form 1065. 

Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. §&. 
possesslons—returns due for fiscal year 
ended October 31, by general extension. 
Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended Oc- 
tober 31. Forms 1040, 1041, 1120, 1120H, 
1120L, 1121. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended July 31. Forms 1140B, 1120H, 
1120L, 1120NB. 

Stockbrokers’ monthly return of stamp 
account due for March. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended July 
31. Forms 1040, 1041, 1120, 1120H, 1120L, 
1121. 

April 20—— 

Monthly information return by withhold- 
ing agent of ownership certificates and 
income tax to be paid at source on bonds 
due for first quarter of year. Form 
1012. 

April 30—— 

Admissions, dues and safety deposit box 
rentals tax due for March. Form 729. 
Excise taxes on electrical energy, telegraph 
and telephone facilities, transportation 
of oil by pipe line, and passenger trans- 

portation due for March. Form 727. 

Excise taxes on lubricating oils, matches, 
and gasoline due for March. Form 726. 

Excise taxes on sales due for March. Form 
728. 

Processing taxes on oils due for March. 
Form 932. 

Retail dealers’ excise tax and returns due 
for March on jewelry, etc., furs and 
toilet preparations. Form 728a. 

Sugar (manufactured) tax due for March. 
Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin operated amusement and 
gaming devices due for March, if lie 
bility incurred. Form 11B. 

Tax on transportation of property due for 
March. Form 727 (Revised). 








